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FINANCIAL CONTROL OF THE CURRENT 
OPERATIONS OF A BUSINESS 


A. CARSON, B.COM. 


(Being a synopsis of a lecture 


delivered before the 


Commonwealth 


Accountants’ Students’ Society, Victorian Division, on 23rd February, 


1949. ) 


Management, in considering the problem 

of business financing, must have regard to: 

a) short-term requirements necessary 
to finance current trading; 

b) long-term requirements necessary to 
maintain fixed intact or to 
allow for expansion. 

The question of long-term requirements 
has already been covered in other lectures 
and our subject is therefore coneerned with 
the short-term problem of controlling and 
financing the eurrent activities of a busi- 
ness. This requires action to ensure that 
the working capital of the business is main- 
tained and that, in addition, it is used to 
maximum advantage. Seasonal require- 
ments must be taken into account and, if 
necessary, arrangements made for obtain- 
ing the use of short-term funds. 
The Accountant's Function 

To the accountant has logically fallen 
the responsibility of preparing informa- 
tion which will be of guidance to manage- 
ment in its problem of controlling the 
current activities of the business. The 
successful accountant, therefore, will need 
to go far beyond the narrow field of 
merely recording information with a view 
to compiling an annual set of financial 
accounts. He will need to be skilled in 
the art of extracting and presenting in- 
formation to management in a manner 


assets 


which will clearly show the significant 
trends sufficiently early to enable correc- 
tive.measures to be taken if necessary. 

The forms used by accountants in keep- 
ing managements fully acquainted with 
the significant information will vary from 
industry to industry and even from firm 
to firm, as, although the problems of dif- 
ferent businesses are very much the same, 
the internal organizations may vary con- 
siderably. However, in all cases the ac- 
countant should be able to make good use 
of financia] and operating statements and 
budgets. 

Financial’ statements and operating 
statements can be limited to summarizing 
the results of past performance or they 
may go further and give a picture of 
these results in comparison with a cor- 
responding previous accounting period. 

By the' introduction of budgets the pic- 
ture can be extended to include a com- 
parison with a predetermined estimate 
for the period under review and also to 
include a picture of the likely future 
position. 

Cost finding as originally developed by 
engineers was the forerunner to the science 
of cost accounting which is playing an in- 
creasingly important part in our indus- 
trial economy today. 
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Financial Control of a Business—continued. 


The cost accountant has demonstrated 
the need for careful planning of produc- 
tion and also the need to know in ad- 
vance the likely expenses which will be 
ineurred so as to enable them to be ab- 
sorbed into production during the period 
over which they occur. This means the 
eareful scheduling of production and 
budgeting of material purchases and also 
expenses. The cost accountant has made 
good use of standards and budgets. 

Although much of the technique devel- 
oped by the cost accountant applies par- 
ticularly to manufacturing businesses the 
principle of budgeting can be applied to 
all businesses, largé or small. It is now 
generally recognized that budgeting is 
very necessary to ensure the co-ordina- 
tion of the various activities of the busi- 
néss and also to enable the resources to 
be used to best advantage. In addition, it 
helps in avoiding unecomonie trading by 
controlling purchases and stock. 

Today, budgeting is recognized as an 
integral part of business management. At 
the commencement of each year it is the 


° 
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. 
budget which indicates the charter for 
the year. Therefore, in dealing with our 
problem it appears to be desirable to con- 
sider the question of the preparation of 
the various budgets before considering 
other aids to management in the form of 
operating statements and ratios. 

Before actually dealing with the 
various budgets themselves, one or two 
general observations on the technique of 
budgeting may be made: 

(a) be reasonably conservative but not 
over-conservative, as this may 
mean that everyone starts making 
a mental correction to the budget- 
ed figures each time the budget is 
under discussion ; 
construct the budget in close con 
ference with the people who have 
to perform it; 
be careful to present the budget to 
the various interested parties as a 
guide to them, not as a straight- 
jacket intended helplessly to re- 
strict them; 
be prepared to make modifications 
in the light of actual experience 


THE VARIOUS BUDGETS 


The most important budgets with 
which we are concerned are: 
(a) the sales budget; 
(b) the purchases or 
budget; 
(c) a budget of other income such as 
discounts received ; 
(d) the expense budget. - 
From these four budgets it is possible to 


production 


present to the management a Net Profit 


Budget giving a picture before the year 
commences of the likely results of the 
year’s trading in the form of a series of 
estimated monthly trading and profit and 
loss accounts. 

In addition to these budgets the cash 
budget is also of importance, as creditors 
must be satisfied and wages paid. 


THE SALES BUDGET 


The Key Budget 

In the main, we may say that selling is 
the principal objective of the business 
and that the budget is the key 
budget. It forms the basis upon which 
the other budgets, particularly the pur- 
chases or production budgets, are based. 
Many of the costs of operating a business 
tend to be of a fixed nature, which means 
that the costs per unit are at a minimum 
when sales are at the highest possible 
level. It is_essential, therefore, for man- 
agement to explore all possible avenues 


sales 


of maintaining or increasing sales. 


Analysis of Past Performance 

In preparing the sales budget the most 
valuable guide is an analysis of past per- 
formance. The more detailed the analysis 
the more useful.it will be in aiding future 
planning. The analysis may be by depart- 
ments, by commodities, by territories, by 
salesmen or by a combination of these 
methods. [n a merchandise business, for 
example, the budget represents the aggre- 
gation of the sales estimates prepared for 
each department by its own individual 
manager in consultation with the Mer- 
chandise Director. The estimates are 
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The Sales Budget—continued. 

generally for the next six months or pos- 
sibly twelve months. Individual estimates 
for each month are also prepared. 
Availability of Merchandise 

In preparing his budget of sales in ad- 
dition to examining past performance, 
the departmental manager or the control- 
ler concerned should carefully examine 
availability of merchandise. It may well 
be that past performance was seriously 
affected by shortages of certain items of 
stock. It is well known, for example, that 
the supply of some lines of manchester 
has in recent years been particularly 
short. The manchester manager today is 
more concerned with what merchandise is 
in stock or will be available in the cur- 
rent accounting period than with his pre- 
ceding trading results. 

On the other hand, past sales in some 
sections may have been unduly bolstered 
for some reason or another. During the 
war it was generally felt that the sales 
of toiletries was higher by reason of the 
fact that other items ordinarily used as 
vifts —for example hosiery or handker- 
chiefs—were either difficult to obtain or 
couponed. 

Another 
into 
selling 
have changed. 

Collation of Departmental Estimates in 
Total for Store 

Each manager or section head will for- 
ward his estimate of future sales to the 
merchandise office, where it will be eol- 


which must be taken 
whether the amount of 
advertising facilities 


aspect 
accounts is 
space or 
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lated with the estimates from all other 
departments or sections into a total pic- 
ture for the business as a whole. Top 
management will have very definite views 
what the total picture should look like 
because it will be carefully watching 
economic conditions as a whole. 

Top management will also be con- 
cerned with whether the individual seec- 
tions justify the amount of space allo- 
cated to them, because whilst the business 
may be prepared to carry certain depart- 
ments which make little or no profit or 
may even operate at a loss, such depart- 
ments must not be allowed to expand 
unreasonably. The whole question of 
space allocation is which will 
stantly be under review by management. 

When the sales budget has been pre- 
pared the purchases or production plans 
will need to be finalized. Much of the 
information that has been prepared for 
the purpose of determining the sales 
budget will be of value for the purpose of 
the purchases or production budget. 


one con- 


Obviously these two budgets must be 
very carefully interwoven. The Sales 
Budget is an appreciation of the com- 
bined problem of the supply of and de- 
mand merchandise. When sales are 
planned management must have good 
reason for believing that it can get the 
merchandise required. When purchases 
are made or goods manufactured, man- 
agement should have reason for 
believing that the merchandise will sell. 


f¢ r 


good 


THE PURCHASE BUDGET 


Sources of Supply 
The merchandise which it is 
to sell may be either: 


intended 


a) purchased in a finished state from 
outside sources, or 
b) manufactured by the business con- 


cerned from raw materials pur- 
chased, or 

a combination of (a) and (b)—(in 
such cases it is frequently found 
that the production centres oper- 
ate under separate control from 
the selling sections and offer mer- 
chandise to the latter in competi- 
tion with outside suppliers). 


The Need for a Purchase Budget 

The objects of the Purchase Budget are 

to ensure: 

(a) that sufficient 
achieve the 
purchased ; 
that the investment in stock is 
kept as low as is economically 
sound, i.e., that the stock turnover 
is at its optimum level. 


merchandise’ to 


sales programme is 


The natural urge of local management, 
that is, departmental managers or pro- 
duction managers, is to carry sufficient 
stock to satisfy all possible demands. 
They will tend to carry much larger 
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The Purchase Budget—continued. 


stocks than are really justified so that 
they will never be in the position of being 
“caught out of stock.” This will be par- 
ticularly so if, by so doing, they can get 
the advantage of special quantity dis- 
counts. (I have known of cases where an 
analysis of requirements has shown that 
as much as three years’ stock of certain 
lines has been carried, whereas three 
months’ would have been sufficient.) 
From the point of view of the business 
as a whole, however, there is the question 
of additional storage space and also the 
financing of the stock over a longer 
period. Top management is, therefore, 
faced with the problem of keeping the in- 
vestment in stock at the lowest level con- 
sistent with the volume of sales planned 
or, in other words, to Keep the stock 
turnover at the highest level possible. 


Means must therefore be found of com- 
bating the natural tendency of local man- 
agement to carry too much stock. This 
may be done by setting standards of the 
minimum and maximum amount of stock 
of any item which may be carried. This 
method is particularly applicable to a 
manufacturing organization. The charg- 
ing of interest each month against the 
gross profit of a selling department or as 
an item of overhead in the case of a pro- 
duction department, on the basis of the 
average stock carried during the month 
is another effective form of control. 
Local management in an endeavour to 
keep the interest charge down will tend 
to plan its purchases so as to keep stock 
as low as is consistent with its sales plan. 
In doing this, it will automatically con- 
sider the advantages of bulk buying and 
special discounts in its proper perspective 
from the point of view of the business as 
a whole. At the same time by having 
freedom of action in determining the 
type and quantity of merchandise to be 
purchased it can pay due regard ‘to 
fashion trends, seasonal requirements, 
new lines, ete. 

In applying the principle of charging 
interest on stock, care must be taken to 
ensure that the prices at which the goods 
are offered does not become uncompe- 
titive. This problem is more likely to be 
serious in the case of a manufacturing 
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organization. Of course, if interest is 


charged in cost, management should ex- 
pect a slightly lower rate of gross profit. 


The Buying Allocation 
(A) A MERCHANDISING BUSINESS 

In a merchandising business when the 
departmental or sectional sales plans 
have been accepted by top management 
the amount of money available for the 
various buyers to spend will be deter- 
mined by assessing the cost value of the 
sales. This is usually conveniently done 
for, say, six-monthly periods — summer 
and winter seasons. 

The rate of gross profit used in com- 
puting the cost value of the sales is based 
on past performance coupled with man- 
agement’s knowledge as to what is a rea- 
sonable rate of gross profit for the mer- 
chandise concerned. The cost value of 
the anticipated sales is normally the 
amount available for purchases from out- 
side sourees or from the business’s own 
production centres. Careful considera- 
tion must be given, however, to the exist- 
ing stock of the selling department con- 
cerned. If the present stock is considered 
to be too high, that is, that the rate of 
stock turnover is regarded as being too 
low for the type of merchandise handled, 
a reduction in stock is planned. (More 
will be said on stock turnover later.) In 
this case the amount available for spend- 
ing would be the estimated cost of the 
expected sales less the planned reduction 
in stock. The departmental manager will 
then endeavour to achieve his sales plan 
with a smaller buying plan. 

In cases where the stock held is not in 
wanted merchandise the achievement of 
the sales plan with the reduced buying 
plan may not be practicable. In_ this 
event the merchandise director may 
authorize an increase in the buying allow- 
ance which would mean: 

(a) that the planned finishing stock of 
the department is increased, or 
that a lower rate of gross profit 
will be achieved than that origin- 
ally planned, if heavy reductions 
in prices are necessary to clear bad 
merchandise. 

Sometimes it is necessary to plan in- 
creases in stock where an_ increased 
volume of business is being planned. In 


(b) 
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The Purchase Budget—continued. 


these cases the planned increase in stock 
is added to the estimated cost of sales to 
give the amount available for spending. 
The amount available for spending is: 
Planned Sales me es 
Less Estimated Gross Profit 


Cost of Sales 
Plus planned 
crease 
Less planned 
crease 


stock in- 


stock de- 


Available for spending 


Actual sales, of course, will vary from 
the budgeted sales. In the event of any 
substantial variation taking place it will 
be necessary to vary the purchase budget. 
if sales are higher than planned an in- 
crease in the buying allowance will need 
to be authorized. If sales fall below 
budget a reduction will need to be made 
otherwise the stock will rise much higher 
than planned. 

(Bp) A MANUFACTURING BUSINESS 

In the case of a manufacturing con- 
cern the amount available for purchases 
of materials during the period is based 
on the planned materials output subject 
to any variation desired in stock. 


Monthly Buying Allocation 


The amount available for spending 
during the year or half-year is appor- 
tioned over the various months. 

The amount allocated to each month 
will vary to link up with the sales pro- 
gramme. Bad timing of deliveries may 
mean’ either that unnecessary money is 
invested in stock if the delieveries are 
received too early for the sales pro- 
gramme or, alternatively, that sales are 
missed. Either result is unsatisfactory, 
so that the buyers must carefully plan 
their ordering. 


Control of Buying 

To ensure that the buying allowances 
are not exceeded by the various buyers 
top management may adopt either a 
negative or positive approach. Under a 
negative approach each buyer would be 
allowed to place his orders as he saw fit 
subject to the proviso that the actual 
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value of merchandise forwarded into the 
store by his various suppliers does. not 
exceed the buying allocation for the 
month. This method of approach visual- 
izes that each buyer will methodically 
keep track of the orders which he has 
placed so that he will not be over- 
committed in any month. If any buyer is 
not methodical it may well be that he will 
over-commit the store in certain months, 
which may seriously upset the cash posi- 
tion. In addition to this weakness, the 
store has no reliable information as to its 
total commitments. 

Under the positive approach a copy of 
all orders placed by the various buyers is 
forwarded to ‘the merchandise office 
where the information is collated accord- 
ing to the expected month of delivery. 
Under this method commitments by 
months are known well in advance. De- 
liveries as they are made are marked off 
the orders, and at any point of time the 
finance director can obtain a fairly re- 
liable picture of future commitments, to- 
gether with details of deliveries in arrears 
or in advance. 

It is well known that buyers generally 
are very optimistic regarding their future 
trading. As a result, many of them tend 
to over-buy and must be restrained. 

Many a buyer asks for an increase in 
his buying allocation on the grounds that 
a new line has been offered to him and 
he has spent his allocation. He feels, of 
course, that the company will want to be 
one of the first in the field with the new 
line. Sometimes he will explain his appli- 
cation for a further allowance by saying 
that he has been offered a particularly 
good line at a special price if he takes the 
merchandise right away. Needless to say, 
he will again feel that it will be in the 
company’s best interest to take advan- 
tage of the offer. 

In many cases the application will be 
granted, but looking at the position from 
the other side of the fence you frequently 
feel that the buyer is like a small boy 
with a bag of lollies, he appears to spend 
his buying allocation as quickly as he 
can and then asks for a further allocation. 
In cases where a buyer’s natural opti- 
mism leads him to over-buy regularly, 
drastic measures, such as impounding his 
order book may be necessary. 
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THE PRODUCTION BUDGET 


The production budget involves a care- 
ful scheduling of the production pro- 
gramme, to co-ordinate with the sales 
programme. 

The time at which the finished goods 
are required, and this may be affected by 
seasonal aspects — e.g., bathing costumes 
—must be determined. The position is 
then worked backwards to determine at 
what stage earlier processes must be com- 
menced and what materials and labour 
will be required. 


The plan will need to be carefully de- 
termined to ensure that optimum use of 
plant capacity is being made on all occa- 
sions, and that labour is not held up be- 
cause of bad timing of the production of 
preliminary parts. 

A great deal could be said on this ques 
tion of scheduling of production, but time 
does not permit a more detailed examina- 


tion. 


OTHER INCOME BUDGET 


One item under this heading is divi- 
dends, but the principal item is discounts 
received. This item should be carefully 
budgeted and action taken to ensure that 
maximum advantage is taken of all dis- 
counts offered. The importance of this 
item should not be under-rated. It will 


frequently be found that it represents a 
considerable part of the final net profit. 
Buyers should be made very conscious of 


the necessity for obtaining the best dis- 
count terms possible. One means of doing 
this is to charge their department with 
recognized cash discount in cases where 
they buy net. The office also should be 
tuned to obtain the benefit of discounts 
which have been offered. It is of little 
value if the buyer bargains with his sup- 
plier successfully for a discount and then 
the office loses it by not paying in time. 


. THE CASH BUDGET 


Because of Government restrictions on 
borrowing and on the raising of new 
capital it is particularly important today 
to have a clear picture at the beginning 
of each session of the anticipated collec- 
tions from debtors, cash sales and other 
sources to ascertain what funds will be 
available to meet cash commitments for 
purchases, wages and other expenses. It 
may be found that some short-term bor- 
rowing is necessary or if this is not pos- 
sible that the buying programme will 
need to be reviewed. 

The whole question of the potential 
cash becoming available is linked up with 
the trend in and effectiveness of working 
capital. 

The amount of working capital will be 
affected by many factors, e.g. : 

(a) whether the business is operating 

at a profit or a loss; 


extent to which any profit 
is held in the business or 
to shareholders; 


(b) the 
earned 
distributed 
(¢) the extent to which expansion of 
fixed assets is paid for out of work- 
ing capital; 

the extent to which any long-term 
borrowing takes place. 


(d) 


The effectiveness of working capital 
will be particularly affected by any 
change in the rate at which book debts 
and stock are converted into eash. * 
debts 
reduce 


A decrease in the rate of book 
turnover or stock turnover will 
the effectiveness of the working capital. 
This means that an increase in working 
capital would be necessary to meet the 
commitments dur- 


same amount of cash 


ing the period. 


THE EXPENSE BUDGET 


If the sales budget is to be achieved 
the necessary facilities must be supplied 
to the selling departments in the form of 
staff, handling equipment, delivery ser- 


vices, telephones, storage, accounting, 
etc. These services must be organized 
and co-ordinated with the sales and buy- 
ing programme. 
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The Expense Budget—continued. 


Delegation of Authority 

Because of the complexity of business 
today it is generally necessary to delegate 
the responsibility for organizing these 
service sections. 

Management is therefore concerned 
with seeing that the costs of these service 
departments are kept as low as is con- 
sistent with giving adequate facilities to 
the selling sections. To do this, monthly 
quotas or budgets for each item of ex- 
pense are pre-determined by management 
based on past performance and future 
trends. 

To provide management with informa- 
tion as to whether the service depart- 
ments are operating within plan, the ac- 
countant will need to have his expense 
ledger classified functionally so as to en- 


able the speedy determination of the cost ’ 


of each item of expense and also the total 
cost of each function. 

It is preferable to have the ledger so 
organized that the cost of fixed expenses 
is readily separated from variable ex- 
penses. Top management will generally 
only concern itself with ensuring that the 
total cost of each function (or service de- 
partment) is being kept within plan. The 
individual person responsible for the par- 
ticular service section will be interested 
in the detailed analysis of the expenses 
of operating his section. 


Principal Expenses 
(A) 
The principal item of expense will un- 
doubtedly be salaries. The aim should be 
to place on the people who use the staff 
the responsibility for the cost of their 
salaries. Two broad distinctions can be 
made between: 


SALARIES 


(a) selling staff—those directly respon- 
sible to the manager in charge of 
the selling department; 
non-selling—those attached to ser- 
vice departments, such as the gen- 
eral office, delivery, ete. 

In the case of selling staff the charging 
of salaries against the gross profit earned 
by the department concerned is an incen- 
tive for the local management to keep 
this cost within reason. 
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In the case of non-selling staff no such 
natural incentive exists and top manage- 
ment must carefully budget the salary 
cost for each section and then watch to 
see that the budget is adhered to. Even 
in the case of selling departments, how- 
ever, budgeting of staff requirements in 
conjunction with the staff office is highly 
desirable, as by so doing more efficient 
use of staff can be made. Sales in many 
sections are highly seasonable and by 
careful planning staff can be moved from 
department to - department, because 
whilst some may be busy others may be 
slack. 


(B) ADVERTISING 


Another important item of expense is 
advertising. A store usually limits its 
advertising to a certain percentage of 
planned sales, which is then allocated 
over the various fields available, such as: 

Newspaper space, 

Broadcasting, 

Mail order, 

Direct mail, ete. 
This budgeted amount for advertising is 
available for the advertising director to 
offer advertising service to the selling 
departments according to their sales 
budget, taking into account the recog- 
nized advertising cost of different classes 
of merchandise. 

Fashion goods, for example, require a 
higher allocation than most other depart- 
ments. They are intangible and must be 
fully illustrated to draw attention. The 
control over the cost of advertising is 
therefore achieved: 

Firstly, by allocating a total budget to 
the advertising director to spend on 
advertising, and— 

Secondly, as this money is spent it is 
charged against the gross profit of 
the selling department concerned, 
thus providing them with an incen- 
tive not to advertise rashly. 

(c) PAPER AND STATIONERY, ETC. 

Other items of expense such as paper 
and stationery, maintenance, etc., are also 
carefully budgeted. 

The various budgets before being 
finally adopted should be discussed by 
top management with the head of the 
section concerned. In these discussions, 
top management should tend, in cases 
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The Expense Budget—continued. 

where sales increases have been planned, 
to lay emphasis on the increase in money 
cost of the item of expense rather than 
on the new estimated percentage cost to 
sales. 

(a) keeping a perpetual stock inven- 
tory (this method is particularly 
suited to manufacturing concerns) ; 

(b) by computing the cost of sales by 
costing each sales invoice ; 
by adopting the retail inventory 
method of accounting, i.e., record- 
ing all purchases at cost and sell- 
ing, and assuming that the average 
mark-up so revealed was obtained 
on actual sales; or 
by assuming that each 
made its planned rate of 
profit on actual sales and caleulat- 
ing the rise and fall of stock 
accordingly. 


section 
gross 


The importance of stock. turnover 
should be constantly emphasized to local 
management. We have already seen that 
the charging of interest to stoek and the 
adoption of buying plans will help to 
make local management very stock con- 
It will help the position further 
if the accountant furnishes prompt in- 
formation showing the trend in stock 
turnover. Any such information to be of 
real value should emphasize the current 
position. This may be conveniently done 
by supplying the section with a moving 
average of the stock turnover during the 
preceding four-weekly period in com- 
parison with the corresponding four 
weeks in the previous year.. This short- 
term approach emphasizes to managers 
the necessity to co-ordinate the buying 
plan with the sales or production plan. 
A yearly average for historical purposes 
out at the end of each 


scious, 


would be taken 
year. 

- Local management in charge of selling 
departments will of course be very in- 
terested in knowing the amount and rate 
of net profit obtained on its activities. 
With information available as to the 
value of stock on hand, this is possible 
and should be done at least monthly. An 
arbitrary allocation of general overhead 
may be and, if so, the basis 
should be comparable each year. 


necessary 
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The form used should re-capitulate for 
local management the weekely statistics 
of sales, stock, purchases, ete., so as to 
summarize this information for them in 
the form of a consolidated statement (see 
Form 3). 

Production managers will be vitally 
interested in knowing whether they oper- 
ated at a profit or a loss, and if a suit- 
able costing system is in use the infor- 
mation could be supplied weekly. 

Service sections will also be anxious to 
know whether they kept within the 
budget. This information should be made 
available at least once a month. 

Before leaving the question of aids to 
local management it may be mentioned 
that the accountant should regard it as 
part of his function to assist local man- 
agement in designing its own internal 
records. Uniformity, as much as possible, 
is desirable, as it will enable speedy 
checks to be made and also enable staff 
to be more interchangeable. 


Aids to Top Management 

Top management, in addition to requir- 
ing a summary of the information sup- 
plied to local management, will need 
additional information bearing upon the 
financial policy of the business, such as 
the trend both in the amount and effec- 
tiveness of the working capital. 

With regard to the information sup- 
plied to local management, top manage- 
ment will be concerned principally with 
those departments or sections which are 
not operating according to plan. 

In those cases where a significant drift 
from plan is apparent, the position will 
need to be examined to determine 
whether any action is necessary. In a 
large organization top management may 
find it advantageous to appoint skilled 
administrative officers constantly to study 
these statistics of sales, expenses,. ete., 
and to take or recommend any action 
necessary to correct unfavourable trends 


Top management will also be vitally 
interested in the production of a monthly 
trading and profit and loss account show- 
ing last month’s results in comparison 


with budget and the same month last 
year. In considering these results, as in 
the case of any other statistics, it is im- 
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FOR WEEKLY SALES, STOCK OR STOCK TURNOVER 








WEEK ENDED 1949, 
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FOR WEEKLY SUMMARY OF PURCHASES 
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The number quoted in this column would be that allocated to invoice at the time goods were received. This 


number would be known to departmental representative who checked the goods against the invoice. 
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FOR MONTHLY SUMMARY OF STATISTICS AND PROFIT 








MONTHLY STATISTICS 
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FrInaNcIAL CONTROL OF THE CURRENT OPERATIONS OF A BusINEsS—continued. 


The Expense Budget—continued. 


portant to bear in mind any special cir- 
cumstances, such as strikes, public holli- 
days, ete., which may make a straight 
comparison very misleading. In compar- 
ing the month’s results with those of last 
year, it may be found that the number of 
working days differs, thus giving an in- 
correct picture of the percentage increase 
or decrease in production or sales. 

Top management will also be inter- 
ested in seeing a moving picture of where 
the business is going. This may be done 
by presenting each month a_ revised 
budget of the estimated year’s result in 
the form of a trading profit and loss 
account based on the actual results for 
the year to date, plus the budget (ad- 
justed where thought necessary in the 
light of changed conditions) for the 
balance of the year. 

Management, in order to be kept fully 
informed of the trend in working capital, 
will need to be supplied regularly with a 
review of the information contained in its 
original cash budget in the liglit of: 

a) known immediate commitments; 


(b) estimated future short-term com- 

mitments ; 

(ec) present current assets, particularly 

stock and debtors; 

(d) likely sales in 

future. 

On the other hand, where a decrease in 
sales is planned the emphasis should be 
on the new estimated percentage cost to 
sales rather than on the reduction (if 
any) in the money cost of the item coh- 
cerned. In cases where, as a result of a 
pronounced falling off in trade, substan- 
tial reductions in expenses are necessary, 
eare should be taken to see that a rough 
equality of sacrifice is made between the 
various departments and sections. 

The head of each section should be 
taken into confidence and asked to sug- 
gest ways and means of reducing ex- 
penses. Expenses of a hypothetical or 
intangible nature which are vaguely sup- 
posed to inerease goodwill should be 
carefully reviewed. Even expenses which 
at first glance appear to be too small to 
warrant attention should be considered, 
as the total saving will be mainly the 
sum of many small items. 


the immediate 


NET PROFIT BUDGET 


When the sales budget, the purchases 
budget, the other income budget and the 
expense budget have been finalized, a 
net profit budget can then be prepared 
in the form of a series of monthly trading 
and profit and loss accounts. The actual 


OPERATING STATEMENTS 


results of each month’s trading will then 
be carefully compared with the budgeted 
results by top management and any 
necessary action to correct unfavourable 


trends taken. 


AND OTHER INFORMATION 


NECESSARY TO FACILITATE CONTROL 


Up to the present we have been dis- 
cussing the various budgets which we 
saw were finally co-ordinated into a net 
profit budget. This net profit budget then 
forms our charter for the year. Having 
determined our charter the next step is 
to see that we stay on our course, or at 
least know to what extent we have 
drifted from it. 

Various aids have been developed to 
enable management to see where the busi- 
hess is going. It is in this field that the 
accountant plays an important part. In- 
formation must be produced for the 
guidance of both local management and 


top management. This information must 
be prepared quickly and accurately. It 
will be presented to management in the 
form of operating statements. It is not 
practicable in a lecture of this nature to 
spend much time on the actual form of 
such statements, although you will see 
from your notes that I have given one or 
two illustrations. However, it will be 
clear to you all that to present the, de- 
sired information quickly the accountant 
will need therefore to give much con- 
sideration to the classification of accounts 
in his ledgers. 


. 
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Aids to Local Management 

For an organization to be successful its 
local management should be dynamic. It 
should be constantly on the job, looking 
for ways and means of creating more 
sales or more production, and of operat- 
ing more efficiently. To foster this atti- 
tude in local management it is psycho- 
logically important to keep it fully in- 
formed of the result of its activities im- 
mediately. The emphasis should be con- 
stantly on the short term—today in com- 
parison with the same day last year. The 
accountant, therefore, will need to supply 
to local management at least weekly: 

(a) sales or production statistics show- 

ing the sales or production for the 

week in comparison with the same 
period last year (see Form 1) ; 

(b) buying statistics showing: 

(i) details of orders placed in 
comparison wifh the buying 
plan, and 

(ii) details of actual purchases of 
materials during the week on 
account of orders previously 
placed (see Form 2) ; 

(c) the value of stock held in the de- 

partment or section (see Form 1) ; 

(d) details of expenses incurred dur- 

ing the week for salaries, adver- 

tising, ete. 

As local management is not generally 
trained in accounting, the information 
should be presented as clearly and as 
simply as possible. 

Where totals are 
should be given; where the percentage 
increase or decrease would be helpful, it 
should be shown. These weekly returns 
in addition to keeping local management 
fully acquainted with the official figures 
will also act as a check on the official 
figures themselves. Each departmental 
manager will keep a rough figure of his 
daily sales, and if the official figures are 
very different he will want to know the 
explanation. Also by supplying to each 


necessary, these 


departmental manager a list of his pur- 
. chases for the week, an additional check 
on suppliers’ accounts is afforded, as he 
will quickly draw attention to any wrong 


charges. 
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In so far as stock is concerned, it is 
obviously impossible to conduct a physi- 
cal check at sufficiently short intervals to 
be of any aid in controlling current 
operations. The value of the stock will, 
therefore, need to be computed. This may 
be done by either: 

To measure the effectiveness of the 
working capital it will need additional 
information which will indicate the trend 
in stock turnover and in book debts turn- 
over. This information on trends, to be 
of any real value, must be right up to 
date. 

In the case of stock turnover, a total 
for the business of the four-weekly mov- 
ing averages produced for local manage- 
ment will be most helpful in determining 
the likely position the ensuing month 
or so. 

Stock turnover, of course, may vary 
from month to month, so that the position 
is estimated by taking last year’s turn- 
over for the month concerned, adjusted 
for the trend revealed by moving aver- 
ages. A decrease in stock turnover means 
less potential receipts from cash sales and 
less potential debtors. 

The whole question of the correct in- 
vestment in stock is a difficult one to 
decide, but as a general rule any pro- 
posal to increase the investment in stock 
at a time when the rate of stock turnover 
is slowing down should be viewed with 
distrust. It may well be that the pro- 
posed increase is only necessary because 
certain of the stock is not moving. In 
such a case.a decision must be made 
whether an increase in stock is necessary 
or whether action to clear some of the 
slow-moving merchandise is more desir- 
able. 

The turnover of book debts is import- 
ant, because any deterioration in rate 
means a relative reduction in potential 
cash receipts. A convenient and effective 
way of indicating the trend in book debts 
is to determine each month the number of 
months credit sales outstanding. Sup- 
pose, for example, that the book debts 
were £100,000 at the end of March and 
that the credit sales for the last three 
months were: January, £50,000, Febru- 
ary, £46,000, and March, £49,000 — the 
number of months credit sales outstand- 
ing is 2.10, as follows: 
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£100,000 
49,000 


Debtors—March 31 
Less sales—March 


51,000 
46,000 


£5,000 


Less sales—February. . 
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5,000 
10%. 


50,000 (January sales) 


Because of seasonal fluctuations, e.g., 
people buying heavily at Christmas and 
tending to pay their accounts over several 
months, the trend under this method of 
approach is indicated by a comparison of 
the variation from month to month, in 
conjunction with the corresponding 
months of the previous year. 


CONCLUSION 


Much more could be said on the subject 
of financial control and co-ordination of 
operations through financial reports, 
statements, budgets, ete., but time does 
not permit of a more detailed study at 
present. 

However, sufficient has been said to 
illustrate that operating § statements, 
budgets, ete., do serve a very useful funce- 
tion. Before closing, I would like to leave 


you with one thought, and that is that 
these “tools” are only worthwhile if used 
and are only as good as the men who are 
using them. We must therefore con- 
stantly aim at educating our staff to 
make effective use of them, but, at the 
same time, we must guard against pro- 
ducing a great mass of statistical data 
which costs money to prepare and which 
is of little practical value. 


NOTES:ON THE “PROFITGRAPH” 


by 


A. FORSTER, A.1.C.A. 


The interesting article on the above 
subject in the March, 1949, issue of the 
Journal wax in the nature of a reply to 
the statements contained in an article, on 
the same subject, which appeared in the 
May, 1948, issue of the Journal. These 
notes embrace the writer’s observations 
and conclusions on some of the points at 
issue and are intended to be a contribu- 
tion to the thought’ on this subject. 

It is clear that there are differences of 
opinion as to the value of the profitgraph ; 
no attempt is made to reconcile them, but 
some useful information may be gained 
from the interchange of views through 
the medium of the Journal. 


The article which appeared in the May, 
1948, issue followed a line of thought 
with which I found myself in general 
agreement. The author of that article 
stated that the “profitgraph” imparted a 
psuedo-scientific atmosphere to the tezt 
where it was introduced: he also stated 
that it indicated “. . . a definiteness in 
the amount of profit obtainable with 
various levels of output which would not 
occur in practice. ...” The balance of the 
article proceeded on the theme that the 
economic forces brought into play as a 
company’s turnover is expanded or con- 
tracted were not properly evaluated (in 
the text). I would add that, in general, 
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standard texts, where they deal with the 
profitgraph, do not, in my opinion, treat 
adequately the statistical procedures 
which ought to be applied in the pre- 
paration of the “profitgraph” in order 
that management may extract the maxi- 
mum value from it as a medium for the 
forecasting of results. 

The danger, seen by the writer of the 
first article, lies in the strong probability 
that, in the absence of an adequate ex- 
planation of the technique of preparing 
the profitgraph, there would be a dan- 
gerous tendency to apply it mechanically 
on the unwarranted assumption that it 
is possible to determine precisely, al- 
though arbitrarily and in advance of the 
event, the precise amount of profit which 
will be derived from any given volume 
of activity. 

That danger is a very real one and 
eannot be dispelled merely by demon- 
strating that a properly prepared profit- 
graph is an effective instrument for the 
forecaster within: certain acknowledged 
limitations. Equally as important, the 
danger is not of such a nature as would 
warrant the complete abandonment of the 
use of the profitgraph. 

The preparation of the profitgraph may 
be regarded from those two standpoints. 
Proper preparation of the profitgraph im- 
plies, in my opinion: taking into account 
the influence of business conditions and 
other economic factors; making an analy- 
sis of the behaviour of each item of ex- 
pense in relation to differing levels of 
output and differing levels of sales, and 
the application of statistical procedures 
to the measurement of long-term trends, 
seasonal and other variations; and to 
the “fitting” of lines to the data under 
consideration. These three points may be 
amplified : 

(1) General economic conditions may 
have a marked effect upon the 
sales which a business can achieve 
during any given period. The ac- 
cumulation or shortage of stocks 
and other indications of the rela- 
tion of supply to demand can be of 
vital importance. Generally speak- 
ing, only a thorough analysis of 
market conditions will supply this 
needed information. Unskilled as- 
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sessment of general economic con- 
ditions, including the effect of 
economic laws at various levels of 
turnover, usually results in over- 
optimism during a “boom” and un- 
due pessimism during a recession; 
both attitudes are dangerous. 

The behaviour of expense items 
under the pressure of a complex 
of economic forces and in relation 
to differing levels of output is, in 
actuality, markedly at variance 
with the “straight-line” projection 
given by the conventional profit- 
graph. An important factor to be 
considered is the lag which is met 
with in practice, particularly in re- 
lation to decreasing rather than 
increasing sales volume, i.e., the 
lag in the reduction of expenditure 
(ineluding so-called “fixed  ex- 
pense”) in relation to a reduction 
of sales volume. 

The application of statistical pro- 
cedures to the data forming the 
basis for the profitgraph does not 
imply that by the use of some 
magical and highly complex for- 
mule we shall be able to fit and 
project a straight line which will 
tell exactly what will happen to 
costs and profits at precisely de- 
fined time or volume intervals. It 
means that analyses should be 
made, based ‘on statistically reliable 
data, the results of which will en- 
able management to take advan- 
tage of existing or future con- 
ditions to a greater extent than it 
could without such information. 
In making these analyses, rela- 
tively complicated procedures must 
be resorted to sometinfes, but, gen- 
erally speaking, the more simple 
procedures will yield fair results 
capable of being checked by judg- 
ment and experience. 


Turning to the other standpoint, it is 
just as necessary that those who cannot 
bring to bear a knowledge of economics 
and statistics, should not be deterred, be- 
cause of that, from making any use of 
the profitgraph. (The first point to bear 
in mind is that expense movements, and 


profits, cannot be expected to follow 
straight lines. The straight lines on the 
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profitgraph should represent merely a 
smoothing out of the data originally 
plotted ; they should be regarded as guide 
lines or budget lines—the objective 
rather than the actual track which re- 
sults will follow. 

The second point is that if data are 
readily available for a number of years 
or for weeks, months or quarters in those 
years, so much the better, but the absence 
of such detailed information is not a suf- 
ficient reason for abandoning an attempt 
at forecasting through the medium of the 
profitgraph. 

The third point is that it is more im- 
portant to get started and to provide a 


Comments by Mr. 


| thoroughly agree with Mr. Forster 
that the value of the profitgraph will be 
proportionate to the knowledge of its 
preparation and use and the care and at- 
tention with which it is prepared. This 
point is very well made, because there 
may well be a tendency to under-stress 
rather than over-stress it. 

In essence, the profitgraph is a type of 
budget and, as such, is subject to all the 
strengths and weaknesses of a budget. 
Its value is largely to be found in pro- 
portion to the care with which it is pre- 
pared. After all, however, this operates 
in sO many aspects connected with ac- 
counting and costing routine. A balance 
sheet depends upon the care with which 
the stock figure is calculated. Similarly, 
a standard cost system becomes more 
worth-while if careful attention is given 
to the preparation of the standards so 
that the variances can be used as beacons 
requiring the focus managerial action. 
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basis for constructive action than to at- 
tempt refinements too early. 

An intelligently prepared “profit- 
graph,” that has some technical defects, is 
better than none at all, and it will pro- 
vide abundant scope for well-directed 
action. Attention should be directed at a 
very early stage to the making of an 
analysis of the actual behaviour of the 
various items of expense in relation to 
differing levels of output and differing 
levels of sales. Refinements in the data 
forming the basis of the profitgraph can 
be made as you go. They are relatively 
more important where a company is ob- 
liged to enter upon the dangerous adven- 
ture of price-cutting. 


Walter D. Scott 


We should make ourselves well aware 
of the imperfections in its preparation, 
but should also realize that careful atten- 
tion can minimize (though not eliminate) 
those imperfections. In our own sphere, 
we should endeavour to reduce the im- 
perfections to such a stage that we need 
not debar ourselves from the use of this 
important tool of management. 

The articles in late issues of the N.A.C.A. 
Journal and in the latest issue of Fortune, 
show that the subject is being given in- 
creased and wider attention. There seems 
to be a fairly general acceptance of the 
fact that the Profitgraph or Break-even 
Chart, as it is more widely known, will 
prove to be an increasingly valuable tool 
of management. 

I think therefore that Mr. Forster’s ob- 
servation is a very important and timely 


one. 
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FINANCIAL PLANNING IN CHANGING 
BUSINESS CONDITIONS 








by , 
G. R. MountTAIN, M.A. (ECON. ) 


(Being a synopsis of a lecture delivered before the Commonwealth 
Accountants’ Students’ Society, Victorian Division on 16th February, 
1949.) 


1, INTRODUCTION 


Before considering the nature of busi- 
ness fluctuations and the steps which in- 
dustry and commerce might take to meet, 
or to attempt to offset, them, I think it 
would be appropriate to look for a 
minute at the economic environment in 
which—in the past at least—these severe 
and dangerous’ disturbances have 
appeared. 

The normal peacetime working of the 
Australian economy is that of a demo- 
eratic country—a democracy. There is 
no over-all control—the production and 
distribution of goods and services is con- 
ducted, predominantly, by private per- 
sons. Certainly there are a number of 
major controls over various parts of the 
system, such as regulation of the mone- 
tary system including the trading banks, 
licensing of imports, a Tariff Board, ete. 
ete., but as yet—in peacetime—there is 
no central control of an all-embracing 
nature which would be found, for ex- 
ample, in Russia. We are still basically 








a private-enterprise country—and | sin- 
cerely trust we stay one, too. 

It is the people as consumers and the 
business men as producers who plan and 
control production, and who initiate ae- 
tivity. They do so independently of each 
other and each makes his decisions very 
largely, and often wholly, in the dark 
about the doings or intentions of his 
fellows. 

These decisions made by business men 
are made in the light of what goods con- 
sumers are expected to demand, and at 
what prices. It is in the demand of the 
consumer, expressed through the offer of 
a money price, where the indirect control 
over entrepreneurs, and, indeed, largely 
over the whole economic system, is to be 
found. Normally, it is the price mechan- 
ism which acts as a kind of traffie police- 
man of the economy — indicating ‘ what 
goods are to be produced and in what 
quantities. 


2. OCCASIONAL BREAKDOWNS. 


Occasionally, this arrangement falters 
and, to an extent, breaks down. The ex- 
pectations of producers as to the future 
course of events fail to be realized. Tastes 
and preferences of consumers constantly 
vary and the business man has no plan 
accordingly. Competition forces him to 
be acquainted with improved techniques 
and with more efficient methods of pro- 
duction, which enable the production of 
goods at lower prices. As the factors 
which influence business policies are con- 
tinually altering it is not surprising that 
sometimes these policies should yield dis- 
appointing results. 

This continual adaptation to changing 
conditions renders not inappropriate the 
application of the term “dynamic” to the 
private business enterprise system. Con- 
stant change is the order of the day. At 





a time when the expectations of the busi- 
ness man and of the community generally 
are mostly optimistic, trade is likely to be 
buoyant and employment and activity at 
a high level. But when the future is 
viewed unfavourably, perhaps through 
the disappointment of past expectations, 
pessimism replaces optimism and the level 
of output and employment is temporarily 
jeopardized. 

It is these variations in the level of 
output and employment which are re- 
ferred to as “business fluctuations.” Their 
exposition, the most worthy explanation 
of them, and the emphasis on the role 
that “business expectations” play in the 
course of trade and employment, were 
some of the signal contributions to eco- 
nomic theory made by the late Lord 
Keynes. 
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3, ASCERTAINING WHERE BUSINESS IS— THE “TIME SERIES” 


It is easy enough to know, generally, 
whether we are in a condition of eco- 
nomie prosperity or economic depression 
and gloom. What is more important, and 
far more difficult, is to determine what is 
coming, i.e., which condition we are mov- 
ing into or most likely to move into. 

This involves an entirely different ap- 
proach to business statistics and figures 
from that still common to much of the 
ordinary practice of accountancy despite 
all the good efforts of my friend Mr. A. 
A. Fitzgerald, your lecturer a fortnight 
hence, and others. I refer to the funda- 
mental necessity of appreciating to the 
full, and understanding, what is called 
the “time series method” of presenting 
statistical data. To my mind, the “time 
series” is one of the few useful tools yet 
devised which are fully applicable to a 
dynamic economy or situation. 

Constant reference to certain main 
economic indicators provides the only re- 
liable clue to where business is at any 
one time, and, hence, as to in which diree- 


tion business is likely to go. Fortunately, 


to-day, in stark contrast with twenty 
years ago, many of our most important 
economic statistics are readily available, 


set out in the form of “time series”— for 
example, the Commonwealth Statistician’s 
“Monthly Review of Business Statistics,” 
the annual National Income White 
Papers, the Commonwealth Bank Statis- 
tical Bulletin, ete. 

Among the more important indicators 


“are: 


(a) trade turnovers—in both quantity 

and value terms; 

(b) prices—internal prices but particu- 

larly those of exports and imports; 

(c) employment; 

(d) incomes—wages, salaries and pro- 

fits ; 

(e) production ; 

(f) consumption expenditure ; 

(g) private investment. 

A recession, or depression, would be 
ushered in by a decline in the demand for 
both consumption and capital goods, by 
trade becoming depressed and turnovers 
decreasing, by prides slipping, and em- 
ployment and incomes falling off. On the 
financial side of the business, profits 
would turn down and, financially, the 
business would move into a less liquid 
position, 


4. TWO MAIN KINDS OF BUSINESS FLUCTUATIONS — 
SEASONAL AND CYCLICAL 


The two main types of business fluctua- 
tion which have important repercussions 
on the individual firm are seasonal move- 
ments and trade cycles 

Seasonal movements, or fluctuations, 

occur, of course, over a period of twelve 
months. For example, sales of ice are 
high in summer and low in winter, and a 
graph of a time series of these sales over 
a year would exhibit a severe cyclical, 
or wave-like pattern. Sales of firewood 
would exhibit a similar pattern, but the 
crests of the waves would occur in winter 
rather than in summer; they would be 
reversed. 
_A business which combined the sale of 
lee in summer with that of firewood in 
winter would function at a fairly uni- 
form level of activity, and seasonal move- 
ments would be largely reduced. 

Trade cycle fluctuations, which in the 
past have covered, on average, a period 
of about nine years are generally more 


or less violent and, consequently, have 
received a great deal of attention during 
the last century. Each fluctuation in- 
cludes five comparatively clear phases— 
prosperity, crisis, recession, depression and 
recovery. This has been the typical, 
heavy unemployment (and mass_bank- 
ruptcy) depression. 

In Australia the primary cause of the 
trade, or business, cycle has been changes 
in external demands and prices for this 
country’s goods and services. The pros- 
perity of the late twenties was turned 
into the depression of the early. ’thirties 
by the sharp decline in the value of Aus- 
tralian exports and the cessation of over- 
seas borrowing to finance publie works, 
and subsequently by the fall in the 
volume of private investment and con- 
sumer spending. . 

If he makes acquaintance with the 
causes, and the characteristics, of these 
business fluctuations the business man 
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Business Fluctuations—continued. 

will be better placed to judge where the 
economy is at any time, and what reper- 
cussions can reasonably be expected in 
the future. For example, it may be found 
that sales of agricultural machinery fol- 
low very closely movements in the prices 
of primary produce and, therefore, a 


change in these prices would be an im-, 


portant guide to firms selling this class of 
machinery. On the basis of past experi- 
ence an attempt can be made to indicate 
what the future trend is likely to be. 

By watching available indexes, such as 
share prices which are most sensitive to 






Commercial and industrial enterprises 
will be affected differently by changing 
Wusiness conditions according to the type 
of industry to which they belong and also 
according to their financial situation. 
(a) Consumer and Capital Industries 

Firms producing and selling goods des- 
tined for direct consumption will be dif- 
ferently affected from firms supplying 
goods used in the production of consumer 
goods. In other words, from the point of 
view of the effects upon them, there is an 
important distinction between firms en- 
gaged in producing “consumer” goods 
and those engaged in producing “capital” 
goods. When there is a downturn in 
activity with demand and prices declin- 
ing, firms supplying consumer goods will 
not contemplate extensions of plant and 
machinery. The rate of entry of new 
firms will decrease. Consequently, the de- 
mand for capital goods will fall very 
severely—much further than the demand 
for consumption goods, for a great part of 
these are wanted for basic, indispensable 
needs. Therefore, the capital goods indus- 
tries, of which house construction forms 
part, may become severely depressed, with 
appreciable unemployment and greatly re- 
duced profits. 

On the other hand, a period of rising 
prices and rising demand will cause many 
firms to extend their plant and will also 
result in the establishment of many new 
enterprises. Firms in the capital goods 
industries will be faced with a high de- 
mand for their products and may enjoy a 
greater measure of prosperity than firms 
supplying consumption goods. 





5. DIFFERENT INDUSTRIES 
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internal and external influences, and by 
observing any strengthening or weaken- 
ing of “consumer resistance” or “buyer 
discrimination,” as seen in the accumula- 
tion of stocks and higher savings, the 
business man can become more familiar 
with current conditions, and be better 
placed to reach an informed judgment as 
to the likely future trends. 

Long term or secular fluctuations are 
also a characteristic of industrial econo- 
mies, but they are of little concern to the 
subject matter of this address—which is 
primarily concerned with the cyclical 
fluctuation. . 






AFFECTED DIFFERENTLY 


The repercussions of changing business 
conditions are likely, therefore, to be 
greater for firms engaged in the capital 
goods industries than for those in the con- 
sumer goods industries. Profits will tend 
to be higher for the former in times of 
high activity and high demand and lower 
in depressed periods. Areas of chronic un- 
employment and industrial unrest are gen- 
erally found where there is a heavy concen- 
tration of capital goods industries. 
(b) Luxury Goods and Necessities 
Generally speaking, those firms supply- 
ing luxury or semi-luxury goods, such as 
entertainment, are very sensitive to busi- 
ness fluctuations; in a boom they will be 
faced by a heavy demand for their pro- 
ducts and in a depression will be con- 
fronted by a sharply declining demand. 
Those firms supplying necessities or “con- 
ventional” necessities, such as food, will 
find the swings in demand less extreme. 
Profits for these firms tend to be more 
stable than profits for firms supplying 
luxuries, where business fluctuations can 


produce great changes in_ earning 

capacity. 

(c) Exporting and Importing 
Businesses 


Firms engaged primarily in producing 
goods for export will be concerned mainly 
with business fluctuations in the countries 
which purchase their goods. It is con- 
ceivable that a recession in Australia 
which lowered prices and costs in this 
country, and which was not experienced 
overseas, could increase the competitive 
position of Australian export firms and 
may enlarge their profits. Conversely, 4 
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Industries Affected Differently—continued. 
trade recession overseas not felt in Aus- 
tralia might be to the disadvantage of 
export firms. 

The converse applies to individual busi- 
nesses importing goods for sale in Aus- 
tralia. A depression here leading to 
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lower incomes would mean that there 
would be a. smaller demand for overseas 
products; a boom here would mean a 
greater demand, as, for example, is 
shown by the very considerable inflow of 
imports into this country at the present 
time. 


6. WHAT CAN THE INDIVIDUAL BUSINESS DO? 


Although, as I have imdicated above, 
the impact of cyclical fluctuations upon 
different kinds of industries will be in 
many ways different—in general much 
more severe upon the capital industries 
than upon the consumption industries 
there will be certain effects common to a 
great part of commerce and industry. 


As I mentioned earlier in this address, 
the general effect of the onset of a reces- 
sion, or depression, will be a declining 
public demand, resulting in falling sales, 
turnovers decreasing, prices slipping and 
incomes falling off. 


On the financial side of the business 
unit, the outstanding feature will be a 
tendency for the business to move into a 
less liquid position, with, of course, de- 
clining profits which may easily become 
“negative,” i.e., actual losses may be in- 
eurred. And all this will happen, irre- 
spective of the quality or efforts of the 
management of the individual business 
unit. 


Safe Capital Position 

There is at all times a need to preserve 
a safe capital position and to guard 
against over- or under-capitalization. 
Over-capitalization places a drag upon 
the earning capacity of the firm and is 
often associated with unwarranted and 
uneconomic expansion. 


Where the equity of the proprietors in 
the concern is diminishing, i.e., where 
sundry creditors, including bank over- 
draft, own a greater share of the assets 
than the proprietors, the concern is under- 
capitalized and additional capital should 
be provided. If shares are not fully paid, 
then a reserve of capital is established 
Which can be called upon to meet a de- 
terioration in the firm’s capital position. 

Bank overdraft should be regarded as 
strictly for the provision of short-term 
finance and should be mainly for bridg- 
ing the gap between the production and 
sale of goods, the carrying of stocks and 
for unforeseen emergencies and should be 


as far as possible repaid when these con- 
ditions cease to exist. 

In some cases extensions of finance, e.g. 
for plant, are secured from debentures or 
mortgages. However, these impose a 
fixed charge on the earning capacity of 
the concern which may prove to be bur- 
densome when profits are low and may 
therefore place an unnecessary degree of 
control in outside interests, for if the 
money to meet these charges is not forth- 
coming, then the business may be foreed 
into liquidation. Debentures and mort- 
gages might be viewed more as “depres- 
sion’’ finance, when shares are hard to 
float, and an over-optimistic view of the 
earning capacity of the concern is unlikely 
to be taken. 

Building up Adequate Reserves 

The building up of reserves out of pro- 
fits contributes to the stability of the 
firm, for it enables the funds earned by 
the business to be kept under the control 
of management. Reserves can be used in 
the business —i.e., “reserves”—and the 
ploughing back of profits promotes the 
expansion of earning capacity. Reserves 
invested outside the business in gilt- 
edged securities or other shares—i.e., “re- 
serve funds’”— make for a stable and safe 
liquid position, for these reserves can be 
sold fairly readily and cash obtained to 
meet a deterioration in liquid position or 
to finance extensions to plant. 

In the building up of reserves out of 
profits, something of a clash may arise 
between management, concerned pri- 
marily with stability and expansion from 
profits ploughed back, and the share- 
holders, who desire the maximum rate of 
return compatible with stability. 

Governments should be vitally econ- 
cerned with the smoothing out of busi- 
ness fluctuations and, with the preserva- 
tion of a stable business community, can 
actively assist the building up of reserves 
by removing the undistributed profits tax 
and perhaps by exempting from taxation 
altogether that part of profits allocated 
to reserves. 











There are considerable risks attaching 
to a policy of pursuing the highest imme- 
diate profits. Over-trading may lead to 
uneconomic expansion and the accumula- 
tion of stocks which, when public demand 
is falling, may be very difficult to shift. 
If this policy has been financed by bank 
accommodation then the business unit 
may find that its liquid position is de- 
teriorating. A policy of expansion should 
be cautious and should be based upon a 
long-term view of the market. The public 
tends to view with suspicion the business 
attempting to raise prices and make huge 
profits. , 

Stocks and Sales Policy 

Stocks and sales policy should be formu- 
lated not only on the basis of money turn- 
overs, for these may be misleading, but 
also on the volume of sales, i.e., in physical 
terms. _When prices are rising, goods are 
bought on a lower market and sold on a 
higher, so that some part of profits is not 
due to increased efficiency or higher turn- 
When prices are falling the con- 


overs. 
verse applies and profits tend to be de- 
flated. At this time the public demand for 
goods is falling and sales policy should be 


to increase turnovers and shift stocks, for, 
if they are allowed‘to accumulate, capital 
is tied up, storage costs increase, and over- 
head has to be spread over a smaller 
volume of sales. 


Stable Price Policy 

In so far as stable price policy can be 
pursued the extent of the market is more 
easily discernible and fluctuations in de- 
mand less likely. Apart from the assist- 
ance to internal accounting, stable prices 
are more likely to win public confidence. 
To a great extent speculative influences 
will be eliminated, and these influences 
in the past have been one important cause 
of business fluctuations. There is less like- 
lihood of over-expansion and retrench- 
ment if prices and costs are kept stable 
and known beforehand. 
Capital Investment Deferred until 

Depression 

As far as possible, capital investment 
should be postponed until a depression, 
for this will ease the pressure on re- 
sources and restrain increases in the price- 


cost structure in prosperous periods and 
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will promote recovery when trade is less 
active and resources less fully engaged. 
As the costs of capital extensions are 
lower in a depression, the business unit 
will benefit directly by postponing expen- 
diture, and indirectly through the re- 
covery of demand which these expendi- 
tures generate. 

The Banking System in the Future 

It is highly desirable that the banking 
system should act as a cushion against 
the general trend towards loss of liquidity 
when business is moving into a depres- 
sion. The monetary system should be ina 
position where liquid resourees are suf- 
ficient to avoid any undue contraction of 
credit to businesses to permit them to 
carry on, and to take the necessary steps 
for reconstruction. 

The marked stability of the Australian 
trading banks to-day and their almost 
unassailable liquid position, together with 
the assistance which may be legitimately 
expected from a highly developed Central 
Bank, makes it possible to predict that 
our monetary system will be able to act 
as a strong buffer should another depres- 
sion loom up. 


Staff and Employees 

To enable the individual concern to 
build up reserves under competition, 
strenuous attempts must be made to in- 
crease the efficiency of the staff and em- 
ployees so that the margin between sell- 
ing price and costs can be as great as 
possible. Therefore, the individual firm 
should encourage an increase in the 
efficiency of its staff by promoting research 
into labour problems, staff training 
schemes, incentive payments. 

It is necessary that the staff should re- 
ceive a portion of the benefits of im- 
creased efficieney—perhaps roughly simi- 
lar to that received by shareholders. 
Employees would gain from the building 
up of reserves, for they are very much 
concerned with continuity of employment 
and it is the financially strong and 
efficient firm which weathers best a trade 
depression. 


Advertising and Public Relations 
Advertising by individual enterprises 

can be directed not only to increasing 

sales but also to building up a demand 
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FINANCIAL PLANNING—CHANGING BusINEss ConpbITIONS—continued 


Risks of Pursuing High Profits, etc.—continued. 


for their particular products in such a 
way that these products are regarded by 
consumers as necessities rather than 
luxury goods. 

In boom periods reasons for shortages 
of goods can be explained and in this 
way demand may be postponed and 
averaged out. When demand is falling, 


attempts can be made to lift the volume 
of consumption—some recent attempts in 
this direction are advertisements to “eat 
more fruit” and “drink more milk” and 
the work of the Australian Wool Board 
to widen the market for wool. 

Business can inform the public that 
part of profits will be allocated to re- 
serves to be spent during depressions and 
thus keep up employment and activity. 


7. DANGERS IN THE PRESENT INFLATIONARY SITUATION 


At the ‘present time the Australian 
economy is moving into a marked infla- 
tionary position, due in the first place to 
the heavy post-war demand for goods and 
services, but now being supported by ex- 
tremely high export incomes and much 
aggravated by continuing pressure for in- 
creased wages and shorter hours. There 


are a number of dangers in to-day’s situa- 
tion, and I propose to deal with some of 
the main ones. 


Ease of Capital Share Issues 

Due to the great increase in the volume 
of money in the hands of the public since 
1939 and the scarcity of many important 
goods and services, such as housing, share 
issues have been temptingly easy to float. 
At present, increases in capital on the 
basis of to-day’s profits may prove to be 
a severe drag upon the profits of business 
when the inflationary pressures ease. 
To-day’s situation is producing over- 
optimism instead of the caution which 
ought to go with a moderate and wise 
assessment of the present position. 
Over-expansion 

This over-optismism has already caused 
some unwarranted expansion and there 
is, at present, increasing evidence of mis- 
givings about parts of our secondary in- 
dustries. When imports commence to 
enter into active competition with home- 
produced goods on‘a buyers’ market then 
part of the expansion of secondary in- 
dustry may be found to have been 
uneconomic. 


Pushing Prices too High 

By attempting to push up prices and 
take advantage of to-day’s sellers’ mar- 
ket, business would choke off a large part 
of demand and make a recession all the 
more inevitable and severe. As prices rise, 
costs follow, and it is therefore more diffi- 
cult to lower the cost structure in the 
event of a recession. 


Urgent Need of Efficiency 

There is an urgent need of efficiency to 
keep costs down and prices stable and 
thereby maintain the present high level 
of employment and prosperity. Australia 
is vitally dependent upon export incomes, 
and rising costs will impair this country’s 
competitive position on world markets. 
In the final analysis, it is only from in- 
creased efficiency that standards of living 
for all can be raised. 


Prepare for the Buyers’ Market 

The business unit should prepare, gen- 
erally, for the return of a buyers’ market 
and should place itself in a strong com- 
petitive position. It should at all costs 
avoid any panic when demand shows signs 
of falling off and prices start to slip and 
should plan now to meet this situation. 
Policies should be based, not on the cir- 
cumstances of abnormal post-war demands 
and high prices, but on expected normal 
demand at lower prices. Business should 
not anticipate a continuance of the sellers’ 
market, but should look forward to a 
buyers’ market and to keen competition. 
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THE AUSTRALASIAN INSTITUTE OF COST 
ACCOUNTANTS 


EXAMINER’S REPORT ON FIRST PAPER — MARCH, 1949. 


One hundred and one candidates sub- 
mitted papers for this subject. Forty- 
four passes were obtained and of these 
only twelve candidates obtained more 
than the bare pass percentage. Five ex- 
cellent papers were received, one of 
which earned over 90 per cent. 


The standard generally was bad. Pre- 
sentation and hand writing could scarcely 
be worse. Candidates should read “Notes 
for Candidates” at the top of the Ques- 
tion Paper and also remember that as 
Cost Accountants they are expected to 
excel in presentation of data and tables 
of figures. 


An analysis of the marks obtained by 
candidates is: : 
Under 20 marks 1 candidate 
ged. cog pe a 
me 
con wat wee we Ae 
51-60 
61-70 
71-80 
81-90 
91-100 
The average percentage of marks ob- 
tained in each question, the number of 
candidates obtaining a pass and the num- 
ber of candidates awarded over 95 per 
cent. in each question is: 
Number 
obtaining 


95% to 
100% 


Number 
obtaining 
65% or 


Average 
Percentage 
Marks 
obtained 

61% 59 
63% 63 
56% 46 
55% 39 
t 45% 24 


Question 
Number 
over 


Full Paper 56% 44 Nil 

The average marks for every question 
were below the pass standard. Question 5 
was accorded the worst answers. 


DETAILED COMMENTS ON EACH QUESTION 


No. 1. 

Asked for a full explanation of the rea- 
sons for the frequently maintained asser- 
tion that the standard cost of a process, 
operation or product is the “real cost” or 
“true cost” of the same. 

Fifty-nine candidates passed on _ this 
question. The most common fault was the 
writing of a lot of matter about how to 
set standard costs or how to instal a 
standard cost system—failure to answer 
the question. Another fault on the part 
of a few candidates was to argue that 
“such was not the case”—here again is 
the neglect to read the question. 

The main point required was that stan 
dard costs are considered to be the real 
or true costs because they are based upon 
careful planning of what a_ product 
should cost to produce under the planned 
operating level of activity and that any 
variations from this cost are considered 
to be losses or gains against the standard 
profit earned: the accounting for the bal- 
ances in the different variant accounts 
then returning the standard cost (“real 
or true cost”) to agreement with total 
cost (“actual cost”) as per the financial 
records. 


No. 2. 

Asked for the purpose of interlocking 
the cost accounts with the financial ac- 
counts and how the method would be in- 
troduced in the books of account. 


Sixty-three candidates passed on this 


question. It appeared in the last exam- 
ination and was badly handled then, It 
was carelessly handled in this paper and 
many cahdidates knew the purpose, but 
had no idea of how the interlocking was 
utilized in the ledgers. Many students ap- 
pear to have the idea that under such a 
method of interlocking, the entire entries 
in the cost ledger are duplicated in the 
financial ledger from the summaries of 
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materials issued, time notes and job cards, 
ete., sent from the factory to the financial 
office. 
No. 3. 

(a) Asked for a calculation of the ap- 
portionment of the total costs of a pro- 
cess over four joint products, and the 
question stated the relative unit values of 
each product as against one of the four 
products. 

(b) Asked for a full description of the 
effect of valuing one product at a fixed 
value while leaving the other three as 
previously related. 

Forty-six candidates 
question. 

(a) Main faults were, failure to bring 
into account the relative unit values and 
merely dividing total cost of the process 
by the total number of the four joint 
products. 

(b) Main fault here was failure to de- 
scribe the effect of valuing one product 
at the fixed value. Many worked out the 
result and let it go at that. 

In the circumstances of the case in ques- 
tion, one product could not faily be valued 
at a fixed figure, because the other three 
products would then have to bear the 
burden of all increased costs in the pro- 
and the four products are joint 
products. 

Candidates are still showing weakness 
in their knowledge of joint product and 
by-product costing. 


No. 4. 

Asked for advice to directors who pro- 
posed eliminating factory fixed expense 
from costs for purposes of quoting selling 
prices during a depression. 

Thirty-nine candidates passed on this 
question and the great majority failed 
because they did not answer the question. 


passed on this 


cess 
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Many candidates were satisfied to answer 
a question carrying twenty-five marks 
with some ten lines, advising the diree- 
tors that the course could not be followed 
because sfocks would be undervalued and 
cost sheets for products would be incor- 
rect. The question deals with the elimina- 
tion of factory fixed expense from quo- 
tations or selling price fixation. 

The question is designed to test candi- 
dates’ reasoning powers on a _ subject 
which should be well known to them. 
Some very good answers were supplied. 

In the question, the proposal is to quote 
on variable cost plus profit and not to 
include fixed expense in cost for quoting. 
The approach is different from the usual 
one of reducing profit margins and selling 
at a, so-called, loss. 


No. 5. 

Asks for an explanation of the state- 
ment: “The direct method of tracing costs 
breaks down when it comes to excess pay 
for overtime” and a description of how 
the differential method of tracing costs 
handles such excess pay for overtime. 

Twenty-four candidates passed. Most 
candidates know little of differential cost 
beyond a definition of it. 

Section (a) was well answered by 
nearly all candidates, but Section (b) on 
the differential method was not even at- 
tempted by many candidates. 

SUMMARY 

The results show a very bad falling off 
in the standard of work and particularly 
in its presentation. 

Main weaknesses: failure to read or to 
answer the question asked; lack of know- 
ledge of differential cost and its practical 
application; failure to appreciate the cor- 
rect meaning of basic standard costs and 
poor knowledge of joint product costs. 


EXAMINER’S REPORT ON FINAL COST ACCOUNTING (SECOND YEAR) 


were 
years, 


results in this 
better than in 


Though 
somewhat 


paper 
recent 


they can hardly be regarded as satisfac- 
tory, because, in addition to the substan- 
tial number of candidates who obtained 
less than pass marks (65 per cent.), a 


further substantial number obtained 
barely more than pass marks. None of 


the questions in the paper was of more 
than ordinary difficulty, and any candi- 
date who was properly prepared for the 
examination in final costing should have 
been able to reach well beyond the mini- 
mum pass standard. 

An analysis of the marks obtained by 
the 101 candidates who sat for this paper 
is as under: 
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Number of 


Marks obtained Candidates 


- 


Less than 50... .. .. 7 
50-54 te 4e) be =e Oe 
55-59 ire a te Var 
60-64 a aT. ee 
Total below pass standard... — 
65-69 Sy Bee Oe? ak ce 
70-74 ve fe . 3 
75-79 eT as ae ee 
80-84 ka wigs Geer ieee ae 
85-89 i ee a ee ee OS 
90-94 He a ie oe 
Total above pass standard.. —— 59 
101 


Total candidates 


Average percentage marks obtained in 
the various questions were: 

Average 
Percentage 
Marks Obtained 
60.8 
65.0 
61.5 
68.0 
81.3 
66.4 


Question 


Total 


Thus, average marks obtained were be- 
low pass standard in Questions 1 and 3, 
equal to or slightly above pass standard 
in Questions 2 and 4 and well above pass 
standard in Question 5. 

Question 1 was a question on the ledger 
accounts in a simple example of process 
costing. Practically no candidate sub- 
mitted a completely satisfactory answer 
to this question, and the great majority 
of candidates incorrectly calculated the 
cost of work-in-progress. In most in- 
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stances, the incorrect calculation was due 
to the fact that candidates overlooked or 
ignored the information, given in the 
question, that all material was issued at 
the beginning of the first process. 

Question 2 called for the preparation of 
a monthly budget of manufacturing ex- 
pense from information supplied as to the 
annual budget and several possible bases 
of allocation of different items. The ques- 
tion was fairly well answered by most 
candidates, though many contented them- 
selves with setting out the results of 
arithmetical calculations with no indica- 
tion of the bases of allocation used. 

Question 3 was a question, in two parts, 
on statistical method. Most of those who 
attempted the question handled it satis- 
factorily, but many did not attempt it at 
all or gave answers which showed com- 
plete lack of knowledge of statistical 
method. The impression was gained that 
a number of candidates, particularly in 
New Zealand, had made no attempt to 
study this part of the subject. 

Question 4 called for specimen forms of 
a pay-roll journal, an excess materials re- 
quisition form and a standard cost speci- 
fication. Generally, the forms submitted 
were satisfactory, except for the pay-roll 
journal. Several candidates apparently 
confused the pay-roll journal with the 
pay-roll itself. Several others made no 
attempt to adapt the form of the journal 
to the circumstances described in the 
question (weekly pay period and monthly 
accounting period). 

Question 5 was a simple question on 
absorption of manufacturing expense. It 
was well handled by most candidates. 
Some, however, used an overall expense 
rate instead of separate rates for each 
production department. 


EXAMINER’S REPORT ON COSTING — THIRD PAPER (SUBJECT EK) 
Final Examination — March, 1949 


The standard of many candidates’ work 
in answering questions involving elemen- 
tary principles was far from satisfactory 
in this paper. This is particularly notice- 
able in Questions 2 and 4 in which 27 per 
eent. and 34 per cent. respectively ob- 
tained less than 60 per cent. of possible 
marks whereas all candidates reasonably 


prepared for the examination should have 
secured pass marks for these questions. 
The chart required in Question 1 was 
untidily and carelessly presented in far 
too many cases. Command of simple Eng- 
lish expression was lacking in some can- 
oceasionally remarks 


didates’ answers, 





June, 1949 


Report on Costing—continued. 


spelling occurred, while the writing of a 
few candidates was not legible. 
did not make sense, repeated errors in 

It is a matter of concern to the ex- 
aminer that certain candidates have quali- 
fed for entrance to the examination in 
view of the poor quality of work- sub- 
mitted by them. 

Average marks obtained were 64.2, 
while 46 per cent. secured pass marks. 

Question 2 showed the greatest range 
of marks, 27 per cent. of candidates seeur- 
ing less than 5 per cent., with 16 per cent. 
of candidates receiving 80 per cent. or 
over 

Highest number of pass marks (59 per 
cent.) were allotted to Question 5, which 
was presented in such a way that candi- 
dates were virtually given a lead as to 
the answer required. The lowest number 
of pass marks (36 per cent.) were allotted 
to Question 4. 

Average marks obtained together with 
the percentage of pass marks for all ques- 
tions are as follows: 

Average Percentage 
Marks’ of Passes 
12.9 52 
2 9.6 50 
mov : 9.6 47 
S aa 2 12.0 36 
i 5 20.1 59 

The range of percentages obtained for 
each question is indicated by the follow- 
ing : 


Possible 


Marks 
Question 1 


Percentage Q.1. Q.2. Q.3. Q.4. Q.5. Total 
Under 55.. 7 27 20 9 1 #=5 
0-99... .. 138 — 20 7 15 
60-64... .. 28 23 33 30 33 34 
65-69.. .. 16 19 22 27 15 28 
70-74.. .. 17 15 17 5 34 15 
est cae OE — 2 3 3 
80 and over 10 16 8 7 — 
Question 1. This question tested can- 

didates’ knowledge of the entries required 

i job costing and the prime entry docu- 

ments concerned. Requirements included 

entries (1) from purchase orders, goods 
reecived, notes and requisitions to the 
stores ledger card; (2) from purchase in- 

Voices through the purchase register to 

materials control account; (3) from sum- 
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maries of issue requisitions to job cost 
sheets, work in progress, material ac- 
count and materials control account, and 
(4) from summaries of completed jobs to 
work in progress materials account and 
finished goods (or completed jobs) 
account. 

In some cases candidates overlooked 
the necessary summaries and the double- 
entry postings involved. 


Question 2. A number of candidates 
who failed to gain pass marks in this 
question ignored entirely the alternative 
methods of treating price variances, Le. 
at time of purchase or on issuing to pro- 
duction and dealt with the recording of 
both actual and standard prices under 
basic standards or with the alternatives 
of maintaining the work in progress ac- 
count at either standard or actual. While 
the last-mentioned method may have an 
advantage in that it shows actual values 
of work in progress for balance sheet pur- 
poses it is not generally recommended as 
it defeats one of the main objects of 
standard costs, viz., to reveal variations 
as early as possible in order to enable 
corrective action to be taken. Many ean- 
didates surprisingly suggested that a dis- 
advantage in separating variances on 
issue of the materials lay in the necessity 
for referring back to invoices in order to 
obtain actual prices, a procedure which is 
unnecessary when prices are entered on 
stores ledger cards when the materials are 
received. 


Question 3. A tendency to generalize 
on the economies involved in planned and 
controlled production was the chief weak- 
ness in answers to this question. Assist- 
ance can be given by a well-organized 
Production Planning and Control Depart- 
ment to the Cost Accountant under three 
main heads. Several candidates men- 
tioned one or two of these but failed to 
cover the three points. These are: 
Estimates of production, plant 
capacity, operating hours, labour 
and material requirements, ete., 
assist in the preparation § of 
budgets. 

Establishing operation sequences, 
manuals of instruction, operation 
times and material specifications 
enables the Cost Accountant to 


(a) 
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prepare standards for labour and 
materials and cost centres for the 
determination of expense rates. 
The issue of production orders and 
bills of material assists in the cor- 
rect allocation of costs while the 
recording of output enables the 
Cost Accountant to relate output 
to costs and to close off production 
orders as soon as the work is com- 
pleted. 

Production control records will 
be available when actual figures 
are compared with the budgeted 
or standard figures for the investi- 
gation and explanation of differ- 
ences. 


Question 4. Reference to the above 
range of marks reveals that 64 per cent. 
of candidates failed to gain a pass in this 
question due principally to failure to 
state the essential features which would 
ensure the “proper accounting for” direct 
and indirect labour. 

The features overlooked in many cases 
were: 

(a) Balancing of analysis, prepared 
from time sheets, with payroll, pre- 
pared from attendance clock cards. 
Posting from analysis: (i) in de- 
tail in job cost sheets for direct 
labour and in total to work in pro- 
gress, labour account, and (ii) in 
detail to standing works orders for 
indirect labour and in total to 
manufacturing expense account. 

Many candidates did not recognize the 
necessity for checking individual time 
sheets against attendance clock cards. 
Some suggested posting direct from time 
sheets to cost sheets and then summariz- 


(b) 
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ing postings from the latter at the end of 
the period to obtain a total for the debit 
to work in progress account. 


Question 5. Candidates generally an- 
swered this question better than the 
others, 44 per cent. securing marks of 
70 per cent. or over. 

The weaknesses of the system detailed 
in the question were obvious to most. The 
organization clearly requires installation 
of a simple job cost system with the pos- 
sible subsequent introduction of stand- 
ards, based on _ earefully prepared 
estimates. 

Weaknesses involved in not reconciling 
labour charged to work dockets with the 
payroll and in material control and cost- 
ing, although serious, are perhaps not to 
be compared with the inaccuracies which 
can occur in the absorption of overhead 
on a prime cost basis, when: 

(a) Quality and value of 
may vary considerably. 
Labour cost may vary consider- 
ably where machines are employed, 
and 

(c) Expense necessarily must relate to 

the operation of specialized machines 

Too many candidates failed to advo- 
cate the use of machine rates for alloca- 
tion of overhead and those that did ap- 
preciate this necessity overlooked the 
likelihood that the “few specialized ma- 
chines” would vary individually in costs 
of operation and recommended merely 
one overall machine rate. 

The fact that no reference is made in 
the question as to whether total overhead 
is absorbed, or whether there may have 
been considerable over- or under-absorp- 
tion of overhead was also generally over- 


looked. 


materials 


(b) 
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COMMONWEALTH INSTITUTE OF 
ACCOUNTANTS 


PRESIDENT’S ADDRESS 
(Address by the President, Mr. R. F. Rushton, in responding to the 
toast of the Commonwealth Institute of Accountants at dinner following 
the Annual Meeting of Members, April 27, 1949.) 


I have to thank the Honourable Minis- 
ter for the Interior for the manner in 
which he has proposed the toast of the 
Institute and you gentlemen for your 
support of that toast. 

It is appropriate, is it not, that brought 
together as we are in the presence of such 
distinguished folk —I should say some- 
thing of the history of our Institute, 
which had its, roots established as far 
back as 1886. 

The accountant of that day played no 
small part in the life of the commercial 
community, and in the recognition of the 
fact that, if standards were to be upheld 
there should be established some govern- 
ing body, a small band of very excellent 
practising accountants formed the Incor- 
porated Institute of Accountants of 
Victoria. 

Other governing bodies had been estab- 
lished and it is to the credit of most that 
they strived toward the common objec- 
tive in the setting up of standards as to 
eficiency and behaviour. 

This Victorian Institute thrived with 
the development of our country, and the 
ever-increasing demand for the qualified 
-man, and within time the Institute, estab- 
lished in Vietoria, spread its activities 
throughout all States and later became 
known as the Commonwealth Institute of 
Accountants. Our membership today is 
9,965. 

We are deeply indebted to the pioneers 
of our Institute and to many who down 
the years have seen to it that the work 
and high standards of those pioneers have 
been maintained. 

The accountant today can be reckoned 
to have achieved a substantial place in 
the make up of society and to use the 
words of Lord Stamp, he is recognized 


“as the chief arbiter of probity in our 
commercial and complicated financial 
relations.” 

It is our constant aim, then, to pre- 
serve the highest level of professional 
efficiency and integrity, and to this end 
we endeavour to see to it that our ex- 
amination standards and _ disciplinary 
action ensure a membership of quality. 

Our work demands that we travel upon 
paths very close to those followed by the 
Economist, and with the great extension 
of State controls and a planned economy 
we are aware that there is a responsibility 
upon the shoulders of our membership to 
afford the correct guides in determining 
financial policy and the application of 
capital resources at the most appropri- 
ate points. 

The governing body of our Institute is 
aware of the necessity for the accountant 
to become alive to his -social responsi- 
bilities and we are at all times eager in 
support of any development which will 
move towards assisting governments on 
the one hand and the commercial com- 
munity on the other. We regard this as 
paramount work of our Institute and its 
membership. ' 

It is accepted that there are no cut-and- 
dried solutions either of the immediate or 
long-range problems, for we have not yet 
made up our minds what kind of a world 
we really desire to live in, and so we are 
constantly on the alert, keeping apace 
with all trends and so endeavouring to 
develop our profession in such a manner 
as will afford the community the greatest 
advantage. 

In these days when the balance be- 
tween individual liberty and social diree- 
tion can be said to be an urgent problem, 
we accountants accept the fullest respon- 
sibility in that our training should have 
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President’s Address—continued. 

equipped us to grapple with social prob- 
lems involved in the production and dis- 
tribution of the nation’s wealth, whether 
in terms of capital or consumer goods. 

We seek to encourage our membership 
to take part in the solving of these prob- 
lems and have our organization correctly 
identified within the community as a body 
seeking after the truth in all affairs. 

In some measure we feel we have 
achieved snecess, but we are by no means 
satisfied that all that could be done has 
been done, and we shall spare no effort 
in furthering our objective in developing 
within our profession the educated per- 
son, which I would characterize in men- 
tal maturity, intellectual self-sufficiency 
and social graciousness. 

Matthew Arnold has written “Life is 
not a having and a resting, but a growing 
and a becoming.” 

We seek, then, to provide conditions 
that will enable our membership to keep 
growing mentally and to some extent we 
endeavour to direct that growth which 
brings me to the second point—intellec- 
tual self-sufficiency. 

We want our members to understand 
what they are doing and at the same time 
know why they are doing it. 

It was Christ who said, “If thou 
knowest what thou doest, blessed, are 
thou: if thou knowest not, cursed art 
thou.” 

Too often the affairs of the world have 
been misdirected by the boastful and con- 
ceited ignorant. 
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We cannot be _ intellectually _ self. 
sufficient unless we have knowledge and 
power to use it. 

Dean Everett Martin says, “We keep 
ourselves in ignorance, because there are 
facts and truths whose existence we pre- 
fer not to admit.” 

We must learn to smile at our dearest 
idols, analyse our prejudices, scrap our 
fondest and consoling beliefs — and take 
our chances with the truth. 


And now I come to my third character- 
istic, social graciousness. This implies a 
hospitality to ideas—an insight into, sym- 
pathy with and understanding of the 
affairs of one’s fellow men, and _ these 
should in their turn beget tolerance 

We recognize we have _ obligations 
which must necessarily follow our claim 
to status in the community and not the 
least of our obligations is to make 
democracy work. 

We aim to encourage our members to 
fulfil their obligations as citizens in a 
positive fashion. 

Humanity is approaching crossroads — 
down one fork of the road lies the way 
back to barbarism—down the other fork 
lies the way to a world dedicated to free- 
dom, a world which is an extension and 
enrichment of the best that is our own 
today. 

I earnestly pledge our Institute, which 
has done so much in the past, to go fur- 
ther and keep faith with its community. 

Gentlemen, I thank you. 
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AUSTRALIAN ACCOUNTING CONGRESS 


SYDNEY — 2ist NOVEMBER, 1949 


The many changes which have taken 
place in recent years in our social, eco- 
nomic and political thought make it essen- 
tial that both the professional and com- 
mercial accountant should keep abreast 
of the times. No better plan can be sug- 
gested than attendance at the Congress 
to stimulate the thoughts and expand the 
outlook of members. Practical subjects 
in line with modern trends and develop- 
ments in accounting, trade and industry 
will be discussed, and the Management 
Committee has been fortunate in secur- 
ing distinguished lecturers and commen- 
tators to lead the discussion. Overseas 
visitors will include Mr. G. D. Shepherd, 
MB.E., F.C.A., Immediate Past President 
of the Institute of Chartered Accountants 
in England and Wales; Mr. R. W. Bankes, 
C.B.E., B.A., Secretary of the same Insti- 
tute; Mr. F. S. Bray, F.C.A., F.S.A.A., 
author of numerous accounting books; 
and Mr. A. A. Garratt, Secretary of the 
Society of Incorporated Accountants and 
Auditors. It is to be hoped that members 
of the Institute will take full opportunity 
of the privileges which are offered by the 
Congress. 

The consideration of practical topics 
should not only prove enlightening to 
members of the Institute but demonstrate 
to the community generally that account- 
ants do not confine their attention to 
the arithmetical correctness of records, 
but are capable of advising on some of 
the most intricate problems with which 
the business community is faced today. 


The Congress will afford members an 
opportunity to meet, to renew and en- 
large personal friendships and to obtain a 
broader vision of accounting opportuni- 
ues and responsibilities. It is good to 
come into contact with other members 
who have achieved success, to ask ques- 
tions of more experienced men and to 
enjoy some of the enthusiasm of those 
who have found life an interesting and 
stimulating experience. 

A Congress is an accepted means of 
bringing professional men and women 
logether for the purpose of exchanging 


technical information. The predominant 
feature of a Congress is the technical ses- 
sion at which a paper on a particular 
subject is presented and formally dis- 
cussed. But the opportunities for diseus- 
sion are not confined to the technical 
session. Informal discussions both before 
and after a session are also important. 
These informal discussions are only pos- 
sible to those who decide to attend both 
technical sessions and supplementary 
functions or, in other words, to those 
who take a full part in the Congress. 

The value of a Congress to the profes- 
sional man is so well established that it 
is recognized for taxation purposes in 
respect of any member of the legal pro- 
fession who carries on a business. For the 
purposes of the Act, a business includes 
“any profession, trade employment, voca- 
tion or calling, but does not include oceu- 
pation as an employee.” According to a 
ruling given by the Acting Commissioner 
of Taxation to the Law Council of 
Australia : 


“Travelling expenses incurred by 
taxpayers for the purpose of main- 
taining professional efficiency have 
been treated as deductible. In ae- 
cordance with this principle, mem- 
bers of the legal profession who 
carry on business and incur expenses 
in attending the proposed Conven- 
tion of the Law Council of Australia 
will be entitled to a deduction’ in 
respect of the expenses incurred in 
attending the Convention, except to 
the extent that the expenses are out- 
goings of a capital, private or domes- 
tic nature. The deductible expenses 
will include the costs of travelling to 
the Convention and normal accommo- 
dation expenses for the taxpayer 
himself. ' 

“The same principle will have ap- 
plication in respect of contributions 
made towards the cost of conduct- 
ing the Convention. Contributions 
made by legal practitioners who 
carry on business and who attend 
the Convention, or receive benefits 
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relating to their businesses by other 
means, e.g., obtaining reports of the 
Convention, will be allowable deduc- 
tions.” * 

The Australian Congress on Account- 
ing will afford members of all Institutes 
an excellent means of “rubbing shoul- 
ders” with many of the outstanding 
figures in both the professional and com- 
mercial accounting spheres. It is inevit- 
able that, from a meeting together of men 
engaged in the same vocation, there must 
arise much good to the entire accounting 
field. 

*See Law Institute Journal, February, 1949, 
for complete ruling. ! 
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The preparations being made are such 
that no accountant who attends the Syd- 
ney Congress will soon, if ever, forget it, 
Can you afford to miss the Congress? 


Congress Week: 21st to 25th Novem. 
ber, 1949. 


Location: Sydney, New South Wales. 


Accommodation: Visitors to Sydney 
must make early arrangements. lf 
you have not already reserved your 
accommodation write immediately to 
the Secretary of the Accommodation 
Committee: Mr. A. E. Dent, 19 Bligh 
Street, Sydney. 





ARTHUR McKENZIE HISLOP 


With the sudden death of Mr. A. M. 
Hislop on 9th May, 1949, the Common- 
wealth Institute of Accountants lost a dis- 
tinguished member and a life-long friend. 

Mr. Hislop first contributed to the work 
of the profession when he played such an 
important part in the development of the 
Incorporated Accountants Students’ So- 
ciety of Victoria as its Honorary Secretary 
from 1908 to 1914. Admitted to the Insti- 
tute in 1909, he was elected a member of 
the Victorian Council in 1920. He soon 
undertook executive respensibilities and 
continued to serve in various capacities for 
the rest of his life. He was Honorary 
Treasurer of the Division from 1929 to 
1939 and from 1942 to 1947; State Vice- 
President, 1924-1925, 1940-1941, 1948-1949, 
and State President in 1926. He was a 
member of the Board of Examiners from 
1926 until the date of his death. In ad- 
dition, he served on numerous committees 
of the Council and represented the Insti- 
tute on many joint committees with other 
bodies. 

His interest in accountancy education, 
nurtured during his early association with 
the Students’ Society, was maintained 
throughout his life. In addition to his 
work as a member of the Institute’s Board 
of Examiners, for many years he examined 
commercial practice and bookkeeping 
papers of secondary and technical school 
students on behalf of the University and 
Education Department. His book on Com- 


pany Accounts was a pioneer work in that 
field. 

During his long association with the 
Finance Committee of the Division, he was 
largely responsible for the wise use of the 
Institute’s financial resources and for the 
development of the existing administration. 
His interest in municipal affairs led him 
to assist with the compilation of an official 
guide on municipal accounts. 

In addition to his work for the account- 
aney profession, Mr. Hislop gave freely of 
his time to community service. He was 
Mayor of the City of Camberwell for a 
year. He was. an elder of the Presbyterian 
Church and on the Board of St. Andrew’s 
Hospital. During the war, he was adviser 
to Professor Copland, Commonwealth 
Prices Commissioner, and was Chairman 
of the Naval Charter Rates Board. He 
was also a member of the Melbourne and 
Metropolitan Tramways Board. 

Members of the firm of Messrs. Cleve- 
land, Son, & Hislop, have given notable 
service to the Institute over a remarkable 
span of years. Its founder, Mr. A. W. 
Cleveland, was on of the pioneers of the 
Institute and served on the Council from 
1890 to 1920. His son, Mr. L. A. Cleve- 
land, joined the Council in 1910 and was 
a leading figure until his death in 1942. 
Mr. Hislop added to this record of service 
from 1920 to 1949. With the election to 
the Council of his partner, Mr. W. &M. 
Seott, in 1947, this valuable association is 
being maintained. 





Syd- 
at it. 


vem- 


les. 


ney 

If 
your 
y to 
ition 
sligh 


that 


the 
was 
the 
the 
tion. 
him 
ficial 


unt- 
y of 
was 
or a 
rian 
ew’s 
yiser 
alth 
man 
He 
and 


leve- 
able 
able 

W. 

the 
Tom 
leve- 
was 
942. 
vice 
n to 

M. 


n is 


June, 1949 


, 


The Australian Accountant 


BOOK REVIEWS 


Farm Accounts, by FE. Seweuu Bray, F.C.A., F.S.A.A., and Dr. C. V. 
lished for the Incorporated Accountants’ Research 


Cumberlege, Oxford University Press. 


Farming in the United Kingdom for 
purposes of income taxation is now 
treated as the carrying on of a trade, 
with the result that the actual profits 
derived from farming are now charge- 
able to ineome tax under Clause I of 
Schedule D (Trades and Professions) and 
also, where applicable, to Profits Tax. 
Previously, profits from farming were 
generally assessed conventionally under 
Schedule B, the basis under that schedule 
being values rather than profits. The 
“owner-farmer” continues to be assessed 
to income tax under Schedule A in respect 
of the “net annual value,” in addition to 
the Schedule D assessment, based on 
actual profits. 

The change in the United Kingdom In- 
come Tax laws has made farm accounting a 
necessity. Farm Accounts is an admirable 
little book teaching in Chapter I in simple 
language and without going into refine- 
ments how the ahnual profits from farm- 
ing may be ascertained. The authors suc- 
ceed to explain in 31 pages the whole 
system of farm accounting, backed up by 
reproducing in Appendix I the Farm 
Account Book devisdd by the Department 
of Agricultural Economies of the Univer- 
sity of Bristol. The teaching of farm ac- 
counting is simplified by scrapping that 
dreadful book the “Journal.” , 

However, Farm Accounts does far more 
than merely show the way to ascertain the 
actual farming profit for purposes of in- 
come tax or for purposes of historical 
record. Chapter II, ‘‘Farm Costs,’’ deals 
most exhaustively with the ascertainment 
of the cost of all phases of farming opera- 
tions, including the cost of the farm pro- 
ducts, such as the cost per gallon of milk 
produced. The reviewer never realized 
that there were so many cost factors to 
be considered in farm cost finding. The 


Pub- 


Geoffrey 


DAwE. 
Committee by 
Pp. 149. English price, 15/- net. 


‘*Tillages and Unexhausted 
Manurial Residues’’ should satisfy the 
most exacting cost accountant that the 
authors have left nothing unsaid bearing 
on the subject of ‘‘Farm_Costs.’’ 

Chapter III, ‘‘The Agricultural Econo- 
mist and the Farmer,’’ is thought provok- 
ing. It gives an interesting survey of the 
development of farming in England, and 
it explains the important role which the 
agricultural economist can play in the 
guidance and management of farming in 
all its aspects. The final Chapter IV, ‘‘The 
Professional Accountant and the Farmer,’’ 
brings the discussion of farm accounting 
on to a higher level. It reveals that the 
authors have up-to-date thoughts as re- 
gards the presentation of accounts and 
available profits. 


paragraphs on 


Appendix IV contains the provisions of 
the Tenth Schedule contained in the 
Finance Act, 1947,dealing with the treat- 
ment of live stock for income tax and pro- 
fits tax purposes. These somewhat com- 
plicated provisions are well explained in 
Chapter IV. Broadly speaking, a farmer 
may elect to have all his live stock treated 
as trading stock, or he may elect to have 
his ‘‘production herds’’ treated as a capi- 
tal asset, and only his non-production 
herds as trading stock. 

Farm Accounts has been written for the 
benefit and guidance of the farmer in the 
United Kingdom, having particular appli- 
ration under the conditions existing in the 
United Kingdom. Nevertheless, there is 
much in the book which could be usefully 
applied, subject to modifications, under 
Australian farming conditions. Farm ac- 
counting in Australia is probably in the 
majority of cases confined to keeping just 
sufficient records to satisfy the require- 
ments of the Income Tax Assessment Act. 

0. E. BERGER. 
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Richard D. Irwin, Ine., Chicago, 1948, 


Pp. xii + 559. Price $6.00. 


Accountants, managers, students and 
instructors in America seem to have been 
very well supplied with texts on account- 
ing theory and practice for many years. 
It seems pertinent to inquire, then, why 
another such book should be published in 
1946, for Professor Kennedy’s book was 
first printed in that year. To this ques- 
tion the author makes no attempt to pro- 
vide an answer, an omission from his 
preface for which careful readers will 
mark him down at once. One must labour 
through the first half of this volume be- 
fore finding that its contribution to the 
theory and art of financial statement 
analysis lies in the discussion of the ac- 
counts of five particular classes of busi- 
ness and the possibilities of using the 
same type of approach to the statements 
of other classes of business. 

The book falls into two almost equal 
parts. The first covers the same ground 
as most books on the interpretation of ac- 
counts. Four chapters on the form and 
content of balance sheets and profit and 
loss statements are followed by two chap- 
ters on valuation and income determina- 
tion problems. Ten chapters on the tech- 
niques of analysis and interpretation 
complete the first half of the book: the 
space devoted to this section, about 140 
pages or one-quarter of the book, seems 
a quite inadequate proportion of the 
whole, when the expanded title of the 
book is “Financial Statements; Form, 
Analysis and Interpretation.” The second 
half of the book comprises nine chapters 
dealing with the application of analytical 
techniques to the accounts of particular 
classes of business undertakings. 

However, the treatment given is pro- 
saic; there are no titbits for the gourmet, 
and indeed it is sometimes hard to see 
where the soup finishes and the entree 
begins. Scattered throughout the first 
half is a rather elaborate introduction to 
business finance. Though one may ques- 
tion the necessity for this in a book on 
interpretation when there are so many 
other books on financing, a more worthy 
objection may be taken to the way in 
which the material is interwoven. 
Financing and accounting are two quite 
distinct types of operation: types which 


traditionally have required rather differ- 
ent points of view to be adopted. For the 
purpose of exposition, it seems much 
wiser to recognize this by treating the two 
subjects independently at first, so that 
the assumptions implicit in each may be 
brought into the daylight. The real rea- 
son for “conservatism,” for example, is 
found not in accounting theory but in 
the exigencies of financing —very few 
theorists appear to give any attention to 
this view. 

It is difficult no doubt in a volume of 
this size to eliminate all loose expressions, 
and particularly is this so in a field where 
standard techniques and terms have not 
yet been generaily adopted. But many 
of the more obvious errors could surely 
have been avoided. “The form of the 
published balance sheet . . . is (sic) usually 
designed so that a majority of its readers 
will be able to read it with clarity and 
understanding.’’ One might hope this 
were true! 

Again, the author classifies leaseholds 
and leasehold improvements as fixed in- 
tangible assets, but claims they should be 
treated as fixed tangibles for the purpose 
of analysis. The justification for this no 
doubt is the going concern viewpoint. The 
same viewpoint, however. would justify 
the inclusion of prepayments with current 
assets, a procedure the author disallows. 
No reason is given for,the recommendation 
made in either case. This inconsistency is 
on a par with the classification of methods 
of analyzing financial statements on 
pp. 138-139, where several bases of classi- 
fication are used in the one list. 

When accountants come to discuss 
organization it seems that almost invari- 
ably they engage in special pleading—for 
accountants. Note this example: ‘‘The de- 
partment that is responsible for sales 
should not have jurisdiction over credits 
and collections. Furthermore, credits and 
collections are directly related to the regu- 
lar conduct of the business and are a re- 
sponsibility of the financial department. 
The supervision of credits and collections 
most logically belongs to the administra- 
tive officers and, consequently, bad debt 
expense should be classified as a general 
and administrative expense’’ (p. 71). The 


(Continued on page 217.) 
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Financial Statements—continued. 

reviewer can see no reason in most of this. 
The only requirement of efficient manage- 
ment is that whoever has jurisdiction over 
eredits and collections must account to 
general management for the exercise of 
that authority. Both sales and accounting 
departments have their peculiar view- 
points and aims—the one to make sales, 
discounting some of the risks; the other to 
take no risks, whatever the effect on sales; 
measures must be devised to reflect the 
exercise of the credit function, whoever is 
responsible for it. ; 

It must be said to its credit, that this 
book tries to take the art of financial 
statement analysis a step further than 
most similar books hitherto available in 
Australia. It discusses exhaustively the 
interpretation of the accounts of holding 
companies, air carriers, railroads, public 
utilities and commercial banks. Admit- 
tedly the organization of these services is 
much different in Australia than in the 
U.S.A., but the comparison of general 
statistical data with accounting data illus- 
trated in this book is a technique which 
can be applied generally with telling 
effects. 

It is interesting to iearn that the 
Securities and Exchange Commission re- 
quires companies to provide cost of goods 
sold in statements submitted to it, for it 
is sometimes disappointing to local 
students of business that more of such 
information is not available about Aus- 
tralian companies. It is also noticeable 
that the term “reserve” is used through- 
out the book without any discrimination 
such as the use of the term “provision” 
suggests. The author points out “a grow- 
ing tendency to use the word ‘Allowance’ 


instead of ‘Reserve’” for what we would 
term valuation provisions, but he shows 
no willingness to give this tendency his 
support. Liability provisions are styled 
“reserves” without any concession to the 
generally understood connotation of the 
term “reserves.” 

The book appears to have been written 
for students of accounting or financial 
subjects in American universities, and, 
for revision and practice, each chapter is 
followed by a series of exercises or ques- 
tions. The development of skill in analy- 
sis and interpretation are certainly im- 
portant and the provision of examples is 
an excellent aid to students; but one 
cannot help feeling that the 120 pages 
devoted to questions and problems would 
have been better occupied with an excur- 
sion into some of the more theoretical 
issues involved, such as the usefulness of 
standard ratios, the relationship between 
accounting theory and business theory 
and similar issues which lie on the margin 
of accounting. 

The complete book on analysis and in- 
terpretation is yet to be written; books 
such as Gilman’s Analysing Financial 
Statements, and Foulke’s Practical Finan- 
cial Statement Analysis, and Kennedy’s 
Financial Statements, contribute special 
points of view, but being American in 
origin their value in Australia is limited 
to fields in which general principles only 
are discussed. This is not to minimize 
their worth as stimuli to thought, but only 
to insist on the importance of thinking and 
on the dangers of thoughtless transference 
of business techniques from one social and 
economic milieu to another. 


R. J. CHAMBERS, 


Business Organization and Management, by ELimore Perersen, M.A., and E. Gros- 


VENOR PLOWMAN, PH.D. Richard D. 


This book of 536 pages of well-written 
material is one which is worth reading by 
students of management, as well as those 
engaged in executive tasks. 

This is said despite the fact that some 
chapters inevitably reflect the American 
origin and consequently the detail is not 
always applicable to Australian condi- 
tions. Nevertheless, the principles and 
illustrations stated are of value in com- 
paring Australian businesses. 


Irwin Ine., Chicago. Pp. 536. $5. 

Whilst it is true, as claimed in the 
preface, that it is “neither an imitation 
nor a duplication of text books on indus- 
trial organization” it makes good use of 
numerous quotations welded together by 
well-chosen words. 

To be specific in those things which 
appealed to the reviewer, we mention the 
emphasis placed, on page 56, on the re- 
sponsibilities of professional leadership. 
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Business Organization and Management—cont. 

The chapter on “The Levels Theory of 
Organization” gives an excellent discus- 
sion on the span of control with its con- 
sideration of the “spans of time, energy, 
attention and personality.” 

Even for the supervisor there is a word 
of encouragement as to his power of ex- 
erting influence upon the character of 
managerial decisions that affect him. This 
is well brought out jn a good chapter on 
Supervisory level of management. 

On the question of functions, it is 
worth while quoting one paragraph — 
“Successful departmentation, therefore, 
involves two techniques: the first of these 
is the ability to recognize functions by 
their distinctive characteristics, and the 
second is the ability to combine functions 
so as to realize co-ordinated and efficient 
performance without unduly increasing 
the number of management levels. There 
is, clearly, a balance between functional 
departmentation and the necessary re- 
sultant of increased layers or manage- 
ment levels. To go beyond this point 
means extra cost and more difficult con- 
trol without compensating advantage.” 

This, if read, digested and applied in 
conjunction with the other discussion and 
especially the six criteria of depart- 
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mentation — viz., use, executive interest, 
competition, suppressed competition, pol- 
icy control and clean break—would help 
many businesses in organization or 
re-organization. 

The illustrations of policy formulation, 
whilst couched in American language and 
situations show clearly the value of 
policies. 

Summing up, we can say that it is a 
book worthy of reading and referring to 
because of its universal application and 
also to the way it is written. 

One closing quotation will show that 
the authors have a facility for expression 
which takes a common comment and 
gives it a twist which “strikes home.” 

“A frequent comment on the work of 
some higher executives is that they ‘de- 
vote too much attention to detail.’ This 
criticism is more correctly stated as 
spending too little time in formulating 
policy and too much time in issuing orders 
with respect to individual problems. The 
skilled higher executive delegates, as 
completely as possible, the issuance of 
commands and devotes his time and 
energy to formulating policies.” 


W. J. A. SMITH. 


LEGAL SECTION 


Edited by 
R. E. O’NEILL, A.1.C.A. 


RECIPROCAL TRUSTS 


J. 


Two brothers both own shares in a 
private company. The first brother de- 
sires to create a trust in respect of a num- 
ber of these shares whereby the income 
from the shares is, under the proposed 
trust, applicable for the benefit of the 
infant child of the second brother. The 
second brother desires to create a trust 
in respect of the same number of shares 
in the above company, the income there- 
from to be applied for the benefit of the 
infant child of the first brother. The ques- 


by 


A. L. 


tUNN 


tion arises as to whether the incomes of 
the proposed trusts would attract income 
tax under s. 102 (1)(b) of the Common- 
wealth Income Tax Assessment Act. 
Section 102 (1)(b) provides that where 
a person has created a trust in respect of 
any income or property (including 
money) and income is, under that trust, 
in the year of income, payable to or accu- 
mulated for, or applicable for the benefit 
of a child or children of that person who 
is or are under the age of 21 years and 
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unmarried, the Commissioner may assess 
the trustee to pay income tax under s. 102, 
and the trustee shall be liable to pay the 
tax so assessed. 

It is clear from the above provisions 
that s. 102 applies only where the bene- 
ficiary or beneficiaries is or are “a child 
or children of that person” or the person 
who created the trust. If s. 102 were the 
only provision of the Act which fell for 
consideration it would be beyond doubt 
that the income of a trust created by an 
uncle in favour of his niece or nephew 
would not be assessable in the manner 
provided by s. 102 (2). 

There is an English decision on a some- 
what similar set of facts (J.R. Comrs. v. 
Clarkson-Webb (1932) 17 Tax Cas. 451). 
By a deed executed on 28th May, 1929, the 
respondent taxpayer covenanted to pay to 
his brother, as trustee, an annual sum upon 
trust for his brother’s infant son until the 
happening of one of certain specified 
events. By a deed executed on the same 


date, the respondent taxpayer’s brother 
covenanted to pay to the respondent, as 


trustee, an equal annual sum upon trust 
for the respondent’s infant son until which 
ever of the same specified events should 
first happen. The deeds were admitted to 
have been executed as a result. of mutual 
arrangements between the respondent and 
his brother for the protection of their re- 
spective infant children against the bank- 
ruptey of their respective fathers. The 
respondent would not have made the dis- 
position for the benefit of his nephew if 
his brother had not made a similar pro- 
vision for the benefit of the respondent’s 
child. Similar deeds were, at a later date, 
executed by each of the brothers for the 
benefit of a second child of the other. The 
English High Court (Finlay J.) held that 
the mutual dispositions were part of an 
arrangement which must be looked at as a 
whole and that, in substance, they con- 
stituted one disposition for the purposes of 
s. 20 (1)(c) of the English Finance Act, 
1922. Therefore the annual sums paid by 
the respondent for the benefit of his 
nephews were not allowable as deductions 
in computing his total income for the 
purposes of U.K. Sur-tax. 

It is considered that the above-mentioned 
English decision has no application under 
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s. 102 of the Commonwealth Act, for the 
following reasons: 

1. The material words of s. 20 (1) (e¢) of 
the English Finance Act are: ‘‘ Any 
income .. . which by virtue or in con- 
sequence of any disposition made, 
directly or indirectly, by any person 
after 5th April, 1914, is payable to or 
applicable for the benefit of a child of 
that person... shall... if and so long 
as the child is an infant and unmar- 
ried, be deemed . . . to be the income of 
the person .. . by whom the disposition 
was made’’. The word ‘‘disposition”’ is 
defined as including ‘‘any trust, cov- 
enant, agreement or arrangement’’. 
The substane of His Lordship’s view 
was this: ‘‘These were dispositions; 
they were made by mutual arrange- 
ment; and really, I think they were 
part of an arrangement which must be 
looked at as a whole, with the result 
that they are really, for this pur- 
pose constituted one disposition’’— at 
p. 457. Thus it would appear that His 
Lordship interpreted s. 20 (1)(¢) as 
applied to the instant case, as follows: 
Any income which, by virtue or in 
consequence of any arrangement 
(which arrangement consisted of the 
two deeds) made, directly or in- 
directly, by any person, is payable to, 
ete., a child of that person, shall if 
and so long as the child is an infant 
and unmarried, be deemed to be the in- 
come of the person by whom the ar- 
rangement was made. 

The language of s. 102 of the Com- 
monwealth Act differs materially from 
the above-mentioned provisions of the 
English Act. There is no mention of 
an ‘‘arrangement’’ in s. 102. In clear 
words, it speaks of a person who has 
created a trust and ‘‘inecome is, under 
that trust,’’ payable to, ete., ‘‘a child 
or children of that person who is or 
are under the age of 21 years and un- 
married’’, There is clearly no 
authority for applying the section to 
income of a trust created by some 
other person. 

2.In Clarkson-Webb’s Case, Finlay J. 
relied on the doctrine of ‘‘substance’’. 
He says, at p. 457, ‘‘. . . one ought to 
look at the substance of the matter 
and one ought to look at these deeds 
together’’. Again, at p. 458, His Lord- 





220 


Legal Section—continued. 
ship said, and certainly I do 
not think it would be questioned that 
the substance of the matter is in the 
Crown’s favour’’. This decision was 
given in 1932. In 1936, the House of 
Lords gave its celebrated decision in 
Duke of Westminster (1936) A.C. 1, 
10 Tax Cas. 400, where the doctrine of 
‘‘substance’’ was deait a _ well-nigh 
mortal blow. In his speech reported at 
A.C. p. 25; Tax Cas., p. 524, Lord 
Russell of Killowen said: ‘‘If all that 
is meant by the doctrine is that hav- 
ing once ascertained the legal rights 
of the parties, you may disregard mere 
nomenclature and decide the question 
of taxability or non-taxability in ac- 
cordance with the legal rights, well 
and good. That is what this House did 
in the case of Secretary of State in 
Council of India v. Scoble (1903) A.C. 
299: that and no more. If on the other 
hand, the doctrine means that you 
may brush aside deeds, disregard the 
legal rights and liabilities arising un- 
der a contract between parties, and 
decide the question of taxability or 


non-taxability upon the footing of the 
rights and liabilities of the parties 
being different from what in law they 
are, then I entirely dissent from such 


a doctrine.’’ It is considered that 
there is no room for the doctrine of 
‘‘substance’’ in the present case in 
relation to s. 102. The two deeds ean- 
not be brushed aside on the ground 
that, in substance, but not in law, a 
father has created a trust whereby 
income under that trust is payable to 
his child. 

Although it is believed that a taxpayer 
could successfully withstand an attack un- 
der s. 102, that section is not the only one 
to be considered. Section 260 of the same 
Act provides that every contract, agree- 
ment, or arrangement made or entered 
into, orally or in writing shall, so far as 
it has or purports to have the purpose or 
effect of in any way, directly or indirectly, 
altering the incidence of any income tax, 
ete., be absolutely void as against the 
Commissioner. 

In Jaques v. F.C. of T. (1924) 34 C.L.R. 
828, at p. 359, Isaacs J. said, ‘‘ Arrange- 


ment is no doubt an elastic word, and in’ 


some contexts may have a larger connota- 
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tion. But in this collocation it is the third 
in a descending series, and means an ar- 
rangement which is in the nature of a bar- 
gain but may not legally or formally 
amount to a contract or an agreement. 
The section does not include a conveyance 
or transfer of property, legal or equitable, 
as such.’’ 

In the instant case it may be conceded, 
as was admitted in Clarkson-Webb’s Case, 
that the deeds would arise out of an ‘‘oral 
arrangement’’ between the two brothers 
that each would make a settlement on the 
child of the other, and that it is immaterial 
for the purposes of s. 260 whether or not 
the arrangement had the binding force of 
‘*a contract or an agreement’’. 

In Clarke v. F.C. of T. (1932) 48 C.L.R 
56, at pp. 76-77, Rich, Dixon and Evatt, 
JJ., explained ‘‘this difficult provision’’ 
thus: ‘‘In its application, perhaps it (the 
predecessor of s. 260) can do no more than 
destroy a contract, agreement or arrange- 
ment in the absence of which a duty or 
liability would subsist. Where cireum- 
stances are such that a choice is presented 
to a prospective taxpayer between two 
courses of which one will, and the other 
will not, expose him to liability to taxation, 
his deliberate choice of the second course 
cannot readily be made a ground of the 
application of the provision. In such a 
case it cannot be said that, but for the 
contract, agreement or arrangement im- 
peached, a liability under the Act would 
exist. To invalidate the transaction into 
which the prospective taxpayer in fact en- 
tered is not enough to impose upon him a 
liability which could only arise out of an- 
other transaction into which he might have 
entered but in fact did not enter. Where, 
however, the annihilation of an agreement 
or arrangement so far as it has the purpose 
or effect of avoiding liability to income 
tax leaves exposed a set of actual facts 
from which that liability does arise, the 
provision effectively operates to remove the 
obstacle from the path of the Commissioner 
and to enable him to enforce the liability.’’ 

In the instant case, a choice was pre- 
sented to the two brothers of two courses. 
(a) Each could have made a settlement in 
favour of his own infant child. That 
course would have exposed the trustee of 
each settlement to assessment under s. 102. 
(b) Each brother could have made a settle- 
ment in favour of his nephew. The adop- 
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tion of the second course would not have 
exposed the trustee of each settlement to 
liability under s. 102. In such a case it 
cannot be said that, if the settlers adopt 
the second course and the relevant deeds 
are annihilated by s. 260, a liability under 
s. 102 would exist. Such a liability would 
exist only if the first course were in fact 
adopted. Supposing for the moment that 
the deeds made pursuant to the second 
course were capable of being destroyed by 
s. 260, it is not possible to substitute other 
deeds for those destroyed and thus claim 
that, in fact and in law, each brother had 
made a settlement in favour of his own 
infant child, when in fact and in law they 
had not done so. To invalidate the two 
deeds under the second ‘course i.e., the 
transaction into which each of the brothers 
in fact entered is not enough to impose 
upon them a liability which could only 
arise out of another transaction into which 
they might have entered but in fact did 
not enter. 

In other words, s. 260 can in certain 
circumstances destroy a contract, agree- 
ment or arrangement but it cannot ‘‘cure’’ 
a contract, etc., by substituting in its stead 
some other contract, etc., into which the 
parties did not in fact enter. Neither can 
it ‘‘eure’’ the terms of the contract itself 
by substituting other terms for those 
impeached. 

As s. 260 cannot ‘‘cure’’ the transaction, 
so also in the present circumstances, it is 
submitted that that section cannot destroy 
it. Section 260 does not extend to a bona 
fide disposition by virtue of which the 
right to receive income is transferred to 
another person. (D.F.C. of T. v. Purcell 
(1921), 29 C.L.R. 464; Jaques v. F.C. of T. 
(1924), 34 C.L.R. 328. In Purcell’s case, 
Gavan Duffy and Starke, JJ., said at 
pp. 472-3: ‘‘The right of every man to dis- 
pose of his property, if he can, in a way 
which will relieve him from taxation, and 
for that purpose, has been recognized by 
the highest authority. . . . If a person actu- 
ally disposed of income-producing property 
to another so as to reduce the burden of 
taxation, the Act contemplates that the 
new owner should pay the tax. The inci- 
dence of the tax .. . falls precisely as the 
Act intends, namely, upon the new owner. 
But any agreement which directly or in- 
directly throws the burden of the tax upon 
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a person who is not liable to pay it, is 
within the ambit of s. 53 (now s. 260),’’ 
and see also per Isaacs J. in Jaques’ case 
at p. 359, where His Honour stated that 
the predecessor to s. 260 ‘‘does not con- 
template an instrument actually changing 
the real ownership’’. 

In the present case there is, of course, an 
actual change of real ownership. Thus, 
s. 260 cannot either kill or cure the deeds 
made pursuant to the second course and it 
is considered that this is the position 
whether the deeds be regarded as distinet 
and separate documents or whether they 
be regarded as parts of a reciprocal ‘‘ar- 
rangement’’ between the brothers. It is 
considered that s. 260 cannot ‘‘cure’’ the 
deeds by substituting one beneficiary for 
another in each of the deeds. In this view, 
s. 260 is not applicable to the above trans- 
action. 


‘ 


Before leaving s. 260, it is of interest 
to recount two of the sets of circumstances 
where s. 260 and a similar section of the 
Land Tax Assessment Act were success- 
fully invoked by the Commissioner. As the 
High Court said in Clarke’s case, where 
the annihilation of an agreement, ete., 
leaves exposed a set of facts from which 
liability arises, s. 260 operates to remove 
the obstacle from the path of the Commis- 
sioner and to enable him to enforce the 
liability. 

In Clarke’s case, supra, the taxpayer 
formed a company of which he was the 
sole beneficial shareholder. He granted a 
lease of a hotel to the company, which im- 
mediately assigned it to a third party for 
a premium. The premium was paid to the 
taxpayer. The company went into liquida- 
tion. In its books it debited the taxpayer 
with the premium received by him and ex- 
punged the debt by crediting him with a 
similar sum as the sole beneficial share- 
holder entitled to the surplus on winding 
up. The High Court held that the tax- 
payer was assessable in respect of the pre- 
mium received by him. By impeaching the 
transactions whereby a lease was granted 
to the company (the taxpayer’s ‘‘automa- 
ton’’) and whereby that lease was immedi- 
ately assigned to the new lessee, there was 
left exposed a set of facts, a receipt by the 
taxpayer of a premium for a lease, from 
which' liability arose under the Act. See- 
tion 260 removed the obstacle from the 
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path of the Commissioner and enabled him 
to enforce that liability against the re- 
cipient of the premium. 

In Molloy v. F.C. of L.T. (1937), 58 
C.L.R. 352, the taxpayer executed con- 
tracts of sale of certain properties to three 
of his relatives, one of whom was his 
grandson, who acted as the taxpayer’s 
solicitor. The relatives agreed to take over 
the mortgages on the properties and to 
pay the balance of the purchase money 
(which did not carry interest) on demand 
(as to two of the purchasers) and on three 
months’ notice as to the third purchaser. 
The rents were collected by the vendor 
(the taxpayer) ard were credited by him 
in his books to the purchasers in reduction 
of the purchase money owing by them. The 
taxpayer paid the interest on the mort- 
gages. The High Court held that the pur- 
pose of the contracts was to relieve the tax- 
payer of liability to pay land tax in respect 
of the land and that-he had failed in that 
purpose. ‘‘But, as between himself (the 
grandson) and his grandfather (the tax- 
payer) I think that it was thoroughly un- 
derstood that he should have neither bene- 
ficial control of the properties nor receipt 
nor enjoyment of the rents and profits.’’ 
Here again, by declaring void the contracts 
of sale (as against the Commissioner) 
there was left exposed a set of facts, ie., a 
taxpayer in beneficial control of a pro- 
perty and in actual receipt of the rents 
and profits therefrom from which there 
arose a liability to land tax. 

Section 102 appears to contain another 
defect. Let us assume that on 31st Janu- 
ary, 1949, A created a trust in respect of 
income-producing property, the income 
therefrom to be applied for the benefit of 
his infant child B. The value of the pro- 
perty was £2,000. Assuming that A had 
made no other gifts within the previous 
18 months, the sum of £2,000 would be free 
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from Commonwealth Gift Duty. No in- 
come tax benefit, however, is to be gained 
from the creation of this trust. Assume 
A’s income, before the gift, was £2,000 per 
annum, and the income from the gift was 
£100, leaving A with £1,900 per annum. 
The £100 is assessable under s. 102 (2) in 
the hands of the trustee. The amount of 
tax on the £100 is the sum by which the 
tax actually payable on A’s own taxable 
income (£1,900) is less than the tax which 
would have been payable by A if he had 
received the £100 (i.e., tax on £2,000). 

On Ist August, 1950, A creates a second 
distinct and separate trust in favour of 
the same infant son. For this purpose he 
transfers property worth £2,000 and yield- 
ing £100 per annum. This second gift of 
2,000 is also free of Commonwealth Gift 
Duty because it would be made one day 
more than 18 months after the first gift. 
A’s income is reduced from £1,900 to 
£1,800 by the creation of the second trust. 
[It is considered that the Commissioner 
must now apply s. 102 separately to the 
two trusts. In this view, he must assess 
the trustee of each trust by adding to A’s 
actual income (£1,800 not £1,900) the sum 
of £100. In each instance the tax payable 
on the £100 is the difference between the 
tax on £1,800 and the tax on £1,900. In 
other words, it is considered that the Com- 
missioner cannot aggregate the income of 
the two trusts, viz., £200 and assess tax on 
the basis of the difference between the tax 
on £1,800 and the tax on £2,000. 

A third duty-free gift could be made 
on 2nd February, 1952, on which date a 
third trust could be created, reducing A’s 
income to £1,700. The tax payable on each 
of the three sums of £100 would be the 
difference between the tax on £1,700 and 
the tax on £1,800. The process could be 
continued by making a fourth duty-free 
gift of £2,000 on 3rd August, 1953, and a 
fifth on 4th February, 1955, finally reduc- 
ing A’s income to £1,500. 
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THE VALUATION OF BOOK DEBTS 


O. R. MacDonaALD, A.1.C.A. 


In a balance sheet the fixed assets are 
usually valued at cost, less a provision for 
depreciation, which reflects, often on a 
somewhat arbitrary basis, the decline in 
value of such assets during the period 
that has elapsed since they were originally 
purchased, or—more suitably expressed 

-the expired portion of the capital in- 
vested in them, that is, that portion of 
the original cost, distributed over the 
expected life of usefulness of the assets, 
which must now be regarded as lost by 
effluxion of time. 

Stock in trade is valued at each balanc- 
ing date. The original cost of the items 
comprising the stock may not always pro- 
vide a satisfactory basis of valuation. 
Deterioration in quality, change of 
fashion or taste, decline in market cost of 
the finished goods or of materials that 
enter into their manufacture and other 
factors may cause the owner to believe 
that to take them into his balance sheet 
and operating accounts at the amount at 
which they were purchased, plus the ex- 
penditure in bringing them into a market- 
able state, would be to over-state their 
value. The question of stock valuation, 
once so easily dismissed with the phrase 
“eost or market, whichever lower,” pre- 
sents many complexities, as reference to 
several excellent articles which have ap- 
peared in this Journal will show. 

The valuation of book debts brings into 
consideration features quite different 
from those applicable to fixed assets and 
trading stock. In the first place, the 
value placed on the amounts owing by 
debtors for goods supplied or services 
rendered seems much more accurate and 
certain. Prices may rise or fall; styles in 
foods, clothing, household furniture, ete., 
may change; the factory or shop and its 
contents may be damaged by fire or 
water; war, industrial unrest or govern- 


mental action may disturb the normal 
operations of the business, but the right 
to recover the amounts shown as owing 
by debtors appears to be fixed and un- 
assailable. The valuation, besides being 
free from the possibility of variation, 
should be proved to be correct in the 
space of a few months, as compared with 
a somewhat more lengthy period, usually, 
for stock, and a much longer period for 
fixed assets. 

Nevertheless, there are factors which 
may operate to reduce the value of the 
amount shown as book debts, and whieh 
must be taken into consideration when 


preparing the financial statements at the 
end of any period. These include: 


(a) Bad Debts. Some debts may not be 
collected, or may be collected in 
part only, because of the inability, 
neglect or refusal of the debtors to 
pay them. 

Discount. Where the debtors are 
allowed a discount if the amounts 
owing are paid within a specified 
time it may reasonably be expected 
that some will take advantage of 
this, therefore the amount shown 
as owing will not be collected in 
full. 

Commission. Agents, salesmen or 
others may be entitled to commis- 
sion on some sales on credit. Some- 
times such commission is not pay- 
able until payment is received from 
the debtors. 

Returns, etc. Some goods supplied 
to customers may be faulty or 
damaged in transit, or the cus- 
tomer may be overcharged. Allow- 
ance may have to be made. 
Collection Expenses. It may be 
necessary to take action, involving 
expense, to collect some debts. 
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(f) Exchange. Some loss almost invari- 
ably occurs through the creditor 
having to pay exchange on some 
cheques, money orders, ete. 

Let us consider each of these items. 


Bad Debts 

In some text books we read of a “Re- 
serve for Bad Debts.” This term is open 
to improvement. The distinction between 
reserves and provisions is now firmly 
established. A “reserve” is not a charge 
against profits, it is an appropriation of 
profits, sometinies for a specific purpose, 
but the amount of it is represented by 
assets. In contrast, a “provision” is an 
attempt to assess the value of a loss sus- 
tained. It is.a charge against profits and 
reflects a loss of assets. If we wish to 
make an estimate of what portion of the 
book debts are unrealizable we are en- 
deavouring to calculate a loss, therefore, 
we are making a.“provision,” not a “re- 
serve” as the term is now understood in 
accounting. 

Any debts believed to be bad should be 
written off, and not included in the figure 
of “Sundry Debtors.” The provision is 
made in respect of debts that are in the 
doubtful category, but are not yet proved 
to be “bad.” Therefore, the term “Pro- 
vision for Doubtful Debts” is preferable. 

In accounting and auditing examination 
papers questions on‘the ascertainment of 
the amount that should be provided for 
doubtful debts are of common occurrence. 
In recent auditing papers the candidate 
has been asked how he, as an auditor, 
would satisfy himself as to the adequacy 
of such provision. From the examiners’ 
reports it would appear that a common 
answer is the recommendation that a per- 
centage of the total book debts, based on 
some past experience, be taken as the 
sum required. If the total book debts 
increase, increase the provision corre- 
spondingly; if they decrease, reduce the 
provision in accordance with such de- 
crease. This simple formula may be modi- 
fied by some candidates, who add that the 
auditor should also have some regard to 
.the soundness of general business con- 
ditions at the time. 
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This method of ascertaining the amount 
to provide is unsatisfactory. Some busi- 
nesses, it is true, have found that the per- 
centage of bad debts to sales (and conse- 
quently to book debts) is fairly stable 
over many years. Others, however, have 
suffered great losses by the failure of one 
or more of their largest customers (re- 
sulting in liquidation or bankruptcy of 
those debtors), thus causing heavy loss 
in one financial period. 

The only satisfactory method is to 
scrutinize the debtor’s accounts of any 
business in respect of which it is desired 
to make a provision. Whether the owner 
of the business or his accountant does 
this when the financial statements are 
being prepared, or the auditor makes a 
check on the adequacy of a provision 
made, the procedure is the same. In the 
remarks which follow the matter is ap- 
proached from the viewpoint of an 
auditor. 

When examining the debtors’ accounts 
particular attention should be given to 
the length of time the amounts are owing. 
As a general rule, unless a time of finan- 
cial difficulty prevails, as in the depres- 
sion period of the early ‘thirties, the 
majority of accounts will show only one 
or two months’ purchases owing, even 
when the examination of the accounts is 
made immediately at the close of the 
period. Those accounts which show 
amounts as owing for a greater length of 
time will be readily observable. Where 
machine bookkeeping methods are in use, 
the system in operation is frequently de- 
signed to indicate prominently any ar- 
rears beyond the usual terms of trading. 
If, in addition to being in arrears, some 
accounts show that payments have been 
made on account, that is, the payments 
are not identical with the amount of pur- 
chases for any month, this is a danger 
signal. Irregular payments, and _pay- 
ments made so late that the cash discount 
for regular settlements cannot be availed 
of, also point to some financial stringency. 

The auditor should prepare a list of all 
book debts which appear to be overdue. 
[It is a good idea to go through the ac- 
counts with the accountant, bookkeeper, 
credit manager, or some other officer, so 
that enquiries can be made at once re- 
garding these overdue debts. It may be 
more convenient, in some cases, to defer 
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the enquiries until after the compilation 
of the list of slow payers. Enquiries will 
be made as to any special efforts which 
have been made te collect accounts, and 
with what results. In the course of the 
investigation certain facts may be elicited 
in the accounts themselves, as notations 
in the ledgers, or supplied by officers of 
the concern. These include dishonoured 
cheques, letters to debtors returned 
marked “address unknown,” notices from 
public accountants, solicitors, trustees in 
bankruptcy, or others advising of liquida- 
tions, receiverships, bankruptcies, deeds 
of arrangement, compositions, assign- 
ments,, ete., and any correspondence bear- 
ing on the accounts. Most businesses 
subscribe to trade gazettes which give 
particulars of bills of sale, court judg- 
ments, and other information which may 
indicate that certain debtors may be in 
financial straits. 

The auditor, from information gleaned 
elsewhere, is often in a position to know 
of the insecurity of certain accounts This 
knowledge may have been obtained in a 
confidential capacity, and he may not feel 
at liberty to disclose it to the client whose 
accounts he is now examining, but he 
could keep it in mind when arriving at 
the figure which, at the end of his survey, 
he will recommend as an adequate pro- 
Vision. 

All queried accounts having been noted 
and tabulated, the determination of how 
much of the total of these accounts 
should be regarded as doubtful must be a 
matter of judgment. No hard and fast 
rule can be applied. The crude method 
of taking a fixed percentage of the whole 
is not to be recommended. The nature of 
the business, its collection methods, the 
geographical location of the debtors, the 
general condition of the particular trade 
or business, and other factors may have 
to be considered. A drought or other bad 
Seasonal conditions, or industrial disturb- 
ance causing unemployment may seriously 
affect credit accounts in the regions most 
directly affected. The auditor’s own ex- 
perience and the past experience of the 
business itself will help in determining 
What might be a fair and reasonable 
figure in the circumstances. The appli- 
cation of a rigid formula involving the 
use of percentages should be avoided. 
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Particularly where overdue accounts 
are numerous, the auditor should himself 
supervise the forwarding of the monthly 
statements to creditors; these, after being 
checked by him or his staff, being posted 
by ‘him with directions, by printed slip 
attached to the statements or a rubber 
stamp impressed on them, that the 
debtors advise the auditor of any inac- 
curacies. The auditor should take steps 
to verify that accounts shown as overdue 
are in fact still owing. 

Discounts 

Making provision for the loss to be sus- 
tained through the deduction of cash dis- 
counts is much common than it 
should be and indeed the treatment of 
discounts in the accounts rarely receives 
the attention it merits. There is some 
divergence of opinion as to the correct 
accounting course that should be followed. 

In 1940, a Committee of the Common- 
wealth Institute of Accountants made a 
report on the principles involved in the 
treatment in the accounts of cash dis- 
counts. This report was published in the 
April, 1940, issue of The Australian Ac- 
countant. The recommendation made with 
regard to discounts allowable on sales was 
that these should be shown in the accounts 
as a deduction from the sales to which 
they apply. Any discount not availed of* 
by the customers would then be credited 
as ‘‘Discounts not taken by debtors’’ in 
the non-operating income section of the 
profit and loss statements. The method 
favoured by Mr. L. A. Schumer (Cost 
Accounting, pp. 7-8) is consistent with the 
Committee’s recommendation. Mr. Schumer 
rightly points out that where it is the cus- 
tom to allow cash discount ‘‘it cannot be 
conceded that prompt payment of accounts 
should be regarded as the unusual course.’ 
This being so, it seems logical that dis- 
count be provided for at the time of the 
sale. It is a reduction of the charge to 
the debtor. Where the debtor fails to pay 
within the prescribed period and thus 
loses the right to the discount, such dis- 
count gained may then properly be taken 
in as a non-operating gain. There seems 
to be no difference in principle between 
discount lost to the debtor and interest 
payable by him on overdue accounts, 
which few accountans would hesitate to 
deal with in the manner suggested. 
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In view of the foregoing remarks, it is 
evident that if, at balancing date, no 
entry has been made in the books in rela- 
tion to discounts allowable, some pro- 
vision should be raised. The most com- 
mon form of cash discount is 24 per cent. 
if payment is made within a month after 
end of month of delivery of goods, but 
there are some variations in practice. 
There may be a higher rate of discount if 
payment is made within a week, or a 
lower rate up to, say, 60 days. Assuming, 
however, that the terms are 2} per cent. 
if paid monthly, it is possible that all, or 
nearly all, of the debtors will take advan- 
tage of the terms, and a reduction of 23 
per cent. off the figure for book debts 
may be a substantial sum. Provision 
should accordingly be made for this. 
Commission 

The calculation of commission due to 
agents, etc., on sales for which payment 
has not yet been received is, probably, 
not often overlooked, but the writer has 
known business men to argue that they 
should not make any provision until the 
accounts are paid, where payment is a 
condition precedent to the receipt of com- 
mission by the salesman or agent. As, 
however, it is expected that payment will 
«be obtained from the debtor, it is obvious 
that it is also expected that the commis- 
sion will be payable, and provision should 
be made accordingly. If there is any 
doubt regarding the soundness of the 
book debts this must be reflected in the 
provision for doubtful debts. 


Returns and Allowances 

Claims for allowances or returns are 
usually made fairly promptly, but it is 
common for the figure showing as the 
total of book debts at balancing date to 
be subject to some diminution through 
such claims. It is therefore desirable that 
the necessary adjustments be made when 
the facts become known before the clos- 
ing of the accounts. Goods returned 
should be brought into stock, regard 
being paid to any loss of value they have 
suffered. Possibly it is because of faults 
or inferior quality that the goods are 
returned. 

From the audit point of view sales 
around about balancing date require 
special scrutiny. Apart from the danger 
of certain goods being included (inad- 
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verently or intentionally) as sales and 
also in the stock on hand, there is the 
possibility of the sales being inflated by 
entries being put through, for which 
there are adjusting entries in the next 
period. 
Collection Expenses 

If difficulty is being experienced in col- 
lecting some book debts it is probable 
that the services of solicitors or debt col- 
lecting agencies will be utilized, or that 
legal proceedings will be instituted. It is 
improbable that all costs incurred will be 
recovered from the debtors. 


Exchange 

Loss in exchange is almost certain 
where the operations extend beyond the 
city or town in which the business is 
situated, and particularly where inter- 
state transactions occur. A request on 
statements that exchange be added to 
cheques is not always complied with. 
Doubtless the amount involved is rela- 
tively small and the business man will 
usually be prepared to lose a few pounds 
annually without demur; nevertheless, 
some portion of the value of the item 
shown as book debts will be lost in bank 
charges. 

The foregoing remarks refer, of course, 
to the charges made by the banks as ex- 
change (sometimes referred to as commis- 
sion) not to exchange between the cur- 
rencies of different countries, which is 
outside the scope of this article. 
Conclusion 

To summarize, when preparing the final 
accounts for a period, care should be 
taken to ensure that the item sundry 
debtors, accounts receivable, or any other 
term used to denote the debts owing to 
the business in its ordinary course of 
trading, is what it can reasonably be ex- 
pected to be worth. Such matters as al- 
lowances for returns, ete., should, wher- 
ever possible, be adjusted with the sales 
and stock accounts; commission still pay- 
able should be brought in as commission 
owing, leaving only a provision to be 
made to include doubtful debts with the 
estimated cost of their collection, ex- 
change, where discounts have not already 
been taken into account, as described 


earlier in this article. Separate provisions 
for doubtful debts and discount are pre- 
ferable, although a combined provision is 
sometimes made. 
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Today or To-day? 

A reader has asked why all modern 
newspapers write ‘‘today’’ whereas until 
this century it seemed to be the universal 
eustom to write “to-day.” He cites Ben- 
jamin Franklin, “One to-day is worth two 
to-morrows.” Why has the hyphen been 
dropped? 

Dr. Johnson in his Dictionary refers 
only to “to-day.” In modern dictionaries 
both forms are given, but “today” ap- 
pears first. 

“Hyphen” is composed of two Greek 
words which mean “into one.” The hypen 
is a joining sign, never a separator. 

The process of making compound 
nouns may be likened to falling in love, 
followed by an engagement, and con- 
We start with 
“this day” or “to day.” We feel that the 
day past, the day in which we live, and 
the day to come should be denoted by one 
word. So we make a compound word of 
“yester-day,” “to-day” and “to-morrow.” 
Here we have the betrothal, the engage- 
ment ring being the hyphen. As time 
goes on the two words are wedded by the 
simple process of discarding the engage- 
ment ring. Once wedded, the two become 
one for ever, for in the kingdom of words 
there is no divorce. 

Glorious Things of Thee are Spoken 

The chapter on Shakespeare’s England 
in Trevelyan’s English Social History be- 
gins as follows: 

“After the economic and religious un- 
rest of the middle Tudor period, followed 
the golden age of England. Golden ages 
are not all of gold, and they never last 
long. But Shakespeare chanced upon the 
best time and country in which to live, in 
order to exercise with least distraction and 
most encouragement the highest faculties 
of man. The forest, the field and the city 
Were there in perfection, and all three are 
needed to perfect the poet. His country- 
men, not yet cramped to the service of 
machines, were craftsmen and creators at 
will. Their minds, set free from medieval 
trammels, were not yet caught by Puritan 
or other modern fanaticisms. The Eliza- 


bethan English were in love with life, not 
with some theoretic shadow of life. Large 
classes, freed as never before from poverty, 
felt the uprising of the spirit and ex- 
pressed it in wit, music and song. The 
English language had touched its moment 
of fullest beauty and power. Peace and 
order at last prevailed in the land, even 
during the sea-war with Spain. Polities, 
so long a fear and oppression, and soon 
in other periods to be a fear and oppres- 
sion again, were for a few decades simpli- 
fied into service paid to a woman, who was 
to her subjects the symbol of their unity, 
prosperity and freedom.’’ 

As the Master of Trinity College says, 
‘Golden ages are not all of gold,’’ and 
he goes on to give instances of the dross. 
There is another feature of the golden age. 
People who live in it never realize their 
blessings at the time. The golden age can 
be seen only in prospect or retrospect. 

The extract is given as a piece of sub- 
lime writing, or as Sir Alan Herbert would 
call it —‘‘good stuff.’’ 

Business Men must keep their Records 
in the English Language 

Section 262A (1) of the Commonwealth 
Income Tax Assessment Act enacts that 
(subject to sub-section (2), dealt with 
later) every person carrying on a business 
shall keep sufficient records in the English 
language of his income and expenditure to 
enable his assessable income and allowable 
deductions to be readily ascertained. 
Moreover, he is required to retain the re- 
cords for a period of at least seven years 
after the completion of the transactions, 
ete., to which the records relate. The 
penalty for failure to comply with the 
sub-section minimum, £2; maximum, 
£100. 

The reason for. the requirement that 
books and records shall be kept in the 
English language is that departmental in- 
vestigators have, on occasion, found beauti- 
fully kept sets of books, but all in celestial 
characters. The illiterate investigators, 
equipped only with a good knowledge of 
English, an accountancy degree, and a 
few other trifling accomplishments, have 
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grossly neglected their studies of the 


Chinese and other Oriental languages. In- 
stead of remedying the defects in their 
education, they have scampered off to Par- 
liament and persuaded it to pass a law 
compelling the Makers of Heavenly Trou- 
sers to keep their books in the English 
language. As Confucius says: Whaffor? 


The requirement that the books and re- 
eords shall be ‘‘retained’’ for a period of 
at least seven years is modified by s. 262A 
(2). That sub-section provides that s. 262A 
shall not require the ‘‘preservation’’ of 
any records— 

(a) in respect of which the Commis- 
sioner has notified the taxpayer that 
their ‘‘preservation’’ is not re- 
quired ; or 
of a company which has gone into 
liquidation and which has _ been 
finally dissolved. 

It will be seen that sub-section (1) 
directs the person carrying on the busi- 
ness to ‘‘retain’’ his records for seven 
years, but sub-section (2) speaks of the 
‘*preservation’’ of the records. Why this 
change in language? According to the 
Concise Oxford Dictionary, ‘‘retain’’ in 
the above context means ‘‘keep possession 
of, not lose, continue to have.’’ ‘‘Pre- 
serve,’’ according to the same authority, 
means ‘‘keep safe (from harm, ete.) ; re- 
tain (quality, condition).’’ 

The difference between the two words 
‘‘retain’’ and ‘‘preserve’’ reminds one 
strongly of the immortal story of Sam 
Weller reading over to his father the 
Valentine he has composed for Mary. He 
comes to a halt at a word partly effaced by 
a blot: 

‘*Here’s a ‘¢e’ 
Sam. 

‘*Cireumwented, p’raps,’’ suggested Mr. 
Weller. 

‘‘No, it ain’t that,’’ said Sam, 
cumscribed’; that’s it.’’ 

‘*That ain’t as good a word as ‘cireum- 
wented,’ Sammy,’’ said Mr. Weller gravely. 

‘*Think not?’’ said Sam. 

‘*Nothin’ like it,’’ replied his father. 

‘*But don’t you think it means more?’’ 
inquired Sam. 

‘‘Vell p’raps it’s a more tenderer 
word,’’ said Mr. Weller, after a few 
moments’ reflection. ‘‘Go on, Sammy.”’ 


(b) 


and a ‘i’ and a ‘d’,’’ said 


“ce ‘ eir- 
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That is the difference —‘‘Preserve is a 
more tenderer word than ‘‘retain.”’ 

The importance of the distinction be- 
tween the two words is well illustrated by 
the following experience of a friend of 
mine. He is the trustee of an estate of a 
man who died twelve years ago. The tes- 
tator’s old records were stored in a shop 
premises which he used as an office and 
which the trustee also retained as an estate 
office while the business of the estate was 
being wound up. When the office was no 
longer wanted for this purpose the trustee 
sold the shops, and the question then arose 
as to the disposal of these records. The 
beneficiaries have given my friend a re- 
lease and have authorized him to destroy 
the records. My friend, a distinguished 
member of a Highland clan second only in 
qualities and attainments to my own, is 
well aware of the treachery of Anglo- 
Saxons. Desiring, as he put it, ‘‘not to be 
put in the wrong anywhere along the line,”’ 
the trustee wrote to the Deputy Commis- 
sioner of Taxation telling him the facts 
and then adding, ‘‘before sending the re- 
cords to the destructor, will you kindly 
advise whether for any taxation reason 
you desire the continued preservation of 
these records.’’ He was amazed to receive 
a reply stating ‘‘No authority may be 
given for the disposal of the books or re- 
cords of the taxpayer, but it does not ap- 
pear that such books or records may be 
required by this office.’’ 

Now, as I say, my friend is well versed 
in Anglo-Saxon perfidity and was not pre- 
pared to be caught in the departmental | 
snare. He therefore arranged for the books 
and records to be ‘‘retained’’ in the office 
for the required period. That is to say, 
he ‘‘kept possession of them; he did not 
lose them; he continued to have them.” 
That is all s. 262A (1) requires. However, 
he did not ‘‘preserve’’ them. That is to 
say, in the events which happened, he did 
not ‘‘keep them safe from harm.’’ 

Beside mankind, there is another evil 
race of mammals which infests this earth. 
That race is equally callous and wantonly % 
destructive, but its laws are simpler and J 
its society is better organized. Not caring 
a fig for s. 262A the rats have now eaten 
most of the records, but not in historical} 
order, with the result that some of the 
records of transactions which took place 
within the past seven years have not been 
‘* preserved. ’’ 








